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THE UNIFORM CPA EXAMINATION 


J. Witt1am 


MEETING OF the American Accounting 
A Association is a particularly good 
place for the Chairman of the 
Board of Examiners of the American 
Institute of Accountants to discuss the 
Uniform CPA Examination. 

It is here that I would expect to find the 
sort of constructive criticism that can be 
most helpful in the continuing efforts of 
our board to supply an examination which 
will, if possible, better satisfy and more 
fairly serve the public, the profession, and 
the candidates, as well as the examining 
boards of forty-six states, four territories 
and the District of Columbia. 

I am also pleased to have the oppor- 
tunity to express the thanks of the board of 
examiners to Hale Newcomer and his 
American Accounting Association com- 
mittee who are now engaged in a study of 
the processes of preparing and grading the 
uniform examination. Even though this 
committee may report no other conclusion 
than that as good a job is now being done 
as can be expected under the difficult 
circumstances of conducting a written 
examination of candidates who, for the 
most part, have passed the student stage, 
theirs can be a valuable contribution to 
the profession. We are sincerely grateful 
to them for having accepted this assign- 
ment. 

It is not my purpose to go into the details 


1 This paper was presented at the annual meeting 
of the American Accounting Association in Memphis in 
September, 1948. 


of the work of the board of examiners. I 
prefer to discuss some of the varying pres- 
sures which are exerted by the many 
interests concerned with the results of 
determining who may be permitted to 
practice public accounting as a Certified 
Public Accountant. 

In every state, district, and territory of 
the United States there is a statute which 
sets forth the requirements, within its 
jurisdiction, for the examinations of ap- 
plicants for the certificate of Certified Pub- 
lic Accountant. It must be accepted that 
these laws were promulgated in the public 
interest and that private advantage can 
not be permitted to dominate the thinking 
or actions of their administrators. 

There would be no law, and certainly 
not fifty-three of them requiring examina- 
tion to prove the qualifications of those 
who would hold themselves out as capable 
of serving the public as certified public 
accountants, if the only purpose of such 
legislation was to serve the special interests 
of a favored few whose vanity had prompted 
them to secure for themselves a special 
designation placing them above their 
fellows. 

We find, however, that there are many 
who denounce the CPA laws as privilege 
legislation, as there are those who would 
tear down our government and business 
structures. It is nevertheless interesting 
to note that when such people get to be 
sufficient in numbers they invariably 
gather their forces within an organization 
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and immediately admit the need for 
control by pronouncing rules and regula- 
tions by which they measure the quali- 
fications of others who may seek to join 
with them. By so doing they accept the 
premise that something more than mere 
desire is required before a person can be 
admitted to be satisfactory for a special 
purpose. Thus, by indirection, they ap- 
prove the state’s motive for protecting its 
citizens in prescribing restrictions on those 
who would be certified public accountants. 

Probably this sort of pressure is given 
more consideration than it deserves, but we 
are living in a period when right does not 
always prevail and we must not only be 
vigilant but ever more certain that we are 
not vulnerable. 

If we are convinced that the purpose of 
our state CPA laws is to protect the public 
against those who may not be qualified to 
serve its best interests, then we must con- 
sider whether these laws are administered 
so that their purposes are accomplished. 

Here again we find a variety of opinions. 
Aspirants who are unable to meet the 
examination requirements frequently at- 
tribute their failures to favoritism, or an 
intentional setting of the level at a point 
too difficult to permit passing. On the 
other hand, business interests often are 
disturbed when they encounter a certified 
practitioner whose abilities are below what 
they are led to believe should be found in 
a person who is permitted by law to offer 
services of the nature expected of one 
who has qualified as a certified public 
accountant. The less informed public, and 
this often includes some legislators, on 
becoming acquainted with the plaints of 
these dissatisfied, look to the administra- 
tors for an accounting of their stewardship. 

The administration of the various state 
laws is vested in members of the profession 
who have qualified as CPAs. It is their 
responsibility to carry out the statutory 
provisions in a manner which will best 
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serve the intent of the legislation. If the 
regulations which are set forth are too 
strict many will complain that these men, 
who are themselves certified, close the 
doors on applicants so as to avoid com- 
petition in their personal business opera- 
tions. If the requirements are eased, the 
business public would have cause to com- 
plain that men who are not prepared by 
education and experience were being 
foisted upon it as qualified to render a 
service in which it placed great confidence 
and whose weaknesses conceivably might 
undermine its own financial structures. 
Further, inasmuch as the most valuable as- 
set of the CPA is his reputation for ability 
to satisfy the requirements of his clients, 
he, too, could very well object to any sim- 
plification of the examination on _ the 
grounds that the ability of the poorest 
practitioner is frequently accepted as a 
measure of the competency of the pro- 
fession. 

To satisfy these conflicting viewpoints 
is the task of the CPA examiners in the 
various states and of the board of examiners 
of the American Institute of Accountants 
which prepares the uniform examination 
that has been adopted by all but two of the 
state boards. This voluntary acceptance 
of the uniform examination by the various 
state boards which are charged with the 
responsibility of conducting an examina- 
tion under their state laws has been gradual, 
two states having decided to use it as their 
own only during the past year. Soon, we 
hope, the two remaining states which 
continue to prepare their own examinations 
will find a way to make use of the uniform 
examination. Then, at least, no one can 
complain that any candidate has a more, 
or less, difficult opportunity to pass due 
to the composition of the examination. 

It follows that a uniform examination, 
adopted by all state boards, becomes the 
hall-mark of the profession. It measures 
the competency of an individual to prac- 
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tice public accounting as a CPA, and 
meeting its requirements marks the suc- 
cessful candidate with a stamp of ap- 
proval for service to the public. Treating it 
lightly would be an unpardonable offense 
against both the public and the profession 
and would leave for the candidate a mere 
bauble as a reward for his accomplishment. 

Because of the implications which lie in 
the assignment to prepare an examination 
which will fulfill the obligations to issue 
the CPA certificate to all and yet only 
qualified candidates, the work of the board 
of examiners of the Institute has grown to 
great importance. Its members must have 
a background of professional experience 
which permits them to know the require- 
ments of the public, yet they must appre- 
ciate that a written examination is not in 
all cases a fair test of a man’s inherent 
competency eventually to become one of 
the better practitioners of the art of 
public accounting. 

In their endeavors to produce an exam- 
ination that is fair to all parties of interest, 
the board has continually sought the advice 
and assistance of members of the profession 
and of instructors in the educational fields 
of accounting. In addition the candidates 
have been questioned to secure their views 
on the reasonableness of the testing. 
Though humanly sensible to criticism, the 
board nevertheless carefully considers all 
suggestions and studies the many attacks 
made upon its position. In fact it invites its 
critics to help improve its product. Dis- 
appointingly often, however, the response 
to such invitations results either in noth- 
ing at all, or little more than something 
similar to the story of the fellow who had 
been chiding an artist about his work and, 
upon being asked if he could paint a pic- 
ture, answered, “‘No, and I can’t lay an 
egg, but I can smell a bad one.” 

Careful study of all that has been said 
and written about the CPA examination 
convinces us that the business public and 


the profession would probably be better 
satisfied if all candidates were carefully 
screened and tested at a level which would 
disclose aptitudes for a well-rounded 
accounting service to the business client. 
The difficulty, if there is one, probably 
lies in our attempts to satisfy that part of 
the public which has no close acquaintance 
with public accounting, or legislators who 
may be inclined to champion the cause 
of their seemingly down-trodden constitu- 
ents, whose smattering of accounting tech- 
niques and practice experience makes 
them ineligible to become candidates or 
causes them to be failures after many 
trials. 

Certainly, we can agree that it would not 
be in the public interest to deteriorate the 
CPA service offered and relied upon during 
the past fifty years in order that the selfish 
interests of a relatively small number of all 
of our people might be satisfied. On the 
other hand, we must at all times be certain 
that the requirements which we set forth 
are in truth as fair as possible, and that 
we are not closing the doors on qualified 
seekers after the certificate by taking 
advantage of our positions as examiners 
in a manner which would in turn be serving 
even a more selfish interest than that 
evinced by those who choose to differ with 
us. 
In general, it would appear that the CPA 
examiners can be expected to do no more 
than the best that has been suggested by 
even their most competent critics, always 
having in mind that the primary purpose 
of the laws under which they perform was 
to protect the public against incompetent 
practitioners. 

Though we are fully informed that what 
is expected of us is that those to whom we 
issue a certificate should have the qualities 
of a capable practitioner, we are aware 
that there is a strong force of opinion, 
likely well-founded, that the examination 
for the most part is a better test of the 


' 
he | 
00 
en, | 4 
he 
m- | 
ra- 
he 
by 
ing 
| 
1ce 
ht 
cs. 
as- | 
ity 
its, 
m- 
he 
est 
a 
ats 
he 
ers 
nts 
on 
he 
ice 
US | 
he 
1a- 
al, 
eir | 
we § 
ch 
ms 
rm 
an 
re, 
ue 
yn, 
he 
es 
C- 
( 
‘ 


126 


student accountant. This does not set up 
the objection that a CPA should not be 
well educated in the theory of accounts, 
but it does point up the known fact than 
many good students have no aptitude for 
the vicissitudes of public practice. 

Most likely every examiner would 
prefer to have the authority to give some 
weight to a candidate’s personality, his 
character, and the abilities he has demon- 
strated in actual business practice. How- 
ever this would introduce the element of 
personal opinion, which is now as nearly as 
possible removed from the examining and 
grading processes, and would probably be 
the cause for more vociferous claims of 
favoritism and selection than are now 
encountered. There seems to be no alterna- 
tive to a written examination and we must 
continue to strive for perfection within 
this area. 

If we were to picture the ideal candi- 
date for the CPA certificate, we would 
probably envision a man who has been 
educated at the college level with an 
accounting major and, in conjunction 
therewith or subsequent thereto, has had 
at least two full years of preparation in the 
requirements of public practice on a case- 
study basis, either at school or under an 
apprentice arrangement on the staff of a 
firm of public accountants which has itself 
been qualified by some measurement to 
offer such employment. 

If all candidates were of this ideal type 
there would probably be little or no prob- 
lem such as that with which we are now 
dealing. It may be that time and changing 
attitudes will bring about such a situation. 
If so, the public, the profession and the 
candidate will be better served. 

However, our problem currently centers 
in prevailing conditions. We find that even 
these are not too bad if we look at the 
whole picture rather than become dis- 
turbed on learning that an average of only 
twenty per cent are successful in each 
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examination. State board statistics dis- 
close that about sixty per cent of all 
candidates eventually pass, even though 
they may have to take several examina- 
tions before doing so. The forty per cent 
balance is composed of a relative few who 
are completely incapable, some who be- 
come discouraged and will not persevere in 
their preparation, and many who stop 
trying because they secure employment in 
some field other than higher accountancy. 

This candidate experience of success 
with the examination is probably out- 
standingly good when considered in the 
light of the law requirements for education 
and training. Only one state insists on a 
college education as a prerequisite, some 
have no public practice experience re- 
quirement, while there are others which 
require no such experience and no edu- 
cation beyond high school. Upon considera- 
tion of these minimum pre-examination 
conditions it could be claimed that the 
passing experience in the examination 
proves that it is more favorable to the 
candidate than it is to the public which is 
to be served or to the profession which has 
its reputation to protect. 

If there must be improvement in the 
situation as it relates to more adequate 
preparation in the public and profes- 
sional interest, the responsibility for such 
accomplishment rests with the interested 
public. The profession has already spon- 
sored regulation of practice as a desir- 
able method of meeting this condition. 
However, it has met resistance within its 
own ranks because the necessary legislation 
embodies the recognition, through regis- 
tration, of public accountants who are now 
permitted to practice without any control 
or previously demonstrated ability to serve 
the public as accounting practitioners. This 
latter group has also opposed such legisla- 
tion because it proposes to limit their 
number to those now so engaged and does 
not give them equal standing with CPA’s 
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who have passed an examination. Because 
it appears to the uninitiated to be self- 
serving, this proposed legislation is also 
viewed with suspicion by legislators. 
Though there are many who disagree 
with me, I am convinced that the proposed 
bill would be a good remedy for a con- 
dition that is becoming increasingly bad, 
for, in due time and if properly adminis- 
tered, the requirement for examination of 
all those who wished to engage in public 
accounting would make adequate prepara- 
tion a must, and would insure a better 
quality of service and stronger controls in 
the public interest. It appears that we 
will achieve this goal, however, only if the 
business public sets up a strong demand for 
enactment of some such legislation. 


In the meantime we must preserve the 
benefits of progress that have been 
achieved in the past fifty years, while we 
look forward hopefully to a better future. 

In conclusion, I wish I were capable of 
convincing each one of you who is engaged 
in preparing men for a career in account- 
ing, that we examiners are conscientiously 
endeavoring fairly to test these men who 
aspire to become certified public ac- 
countants. 

Because we know that your interest in 
your students continues into their after- 
life, we earnestly solicit your aid in the 
preparation and administration of an 
examination which will be fair to them as 
well as to the public and the profession of 
which you, too, are an integral part. 


Vacancies Reported 


invited. 


Teachers Available 


ing experience desires position in Southwest. 


treasurer. 


MEMBER PLACEMENT SERVICE 


SOUTHERN UNIVERSITY, wishes to make contacts with individuals qualified to teach 
cost accounting or introductory course. Rank and salary depend on qualifications. 
EASTERN UNIVERSITY, wishes to make contacts with individuals qualified to teach 
accounting as instructors, assistant professor or, possibly, associate professor. Salary com- 
mensurate with rank. Inquiries relating to graduate assistantships in accounting are also 


ACCOUNTING, ECONOMICS, BUSINESS ADMINISTRATION: man, 43, married; 
Ph.D., 20 years of college and university teaching experience. Now full professor in accredited 
Eastern institution. Wife, 41, Ph.D., with 15 years teaching experience in secondary educa- 
tion, psychology, and commercial teacher training is professor in same institution. 


BASIC:- ACCOUNTING, COST ACCOUNTING, BUDGETING: man with broad account- 


_ ACCOUNTING, FINANCE, ECONOMICS: man, 42. A.B., A.M. and three years addi- 
tional graduate work. Instructor and lecturer 9 years at 2 major state universities. 4 years head 
of accounting department (private school). 4 years as corporation comptroller and secretary- 


* + + 


Letters in reference to announcements published under key numbers should be sent to 
Clete Chizek, Secretary-Treasurer of the Association for forwarding to the persons concerned. 
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THE CPA EXAMINATION 


HALE L. NEWCOMER 


INTRODUCTION 


N JANUARY, 1947, the Board of Ex- 
I aminers of the American Institute 

of Accountants requested the ap- 
pointment of a committee of the American 
Accounting Association to survey the 
board’s examination procedures, the con- 
tent of the Uniform CPA examinations, 
timings, weightings, grading, and any 
other items which the committee deemed 
pertinent. Such a committee has been 
functioning the past year. The committee 
is not yet in a position to render a formal 
report, and the remarks and opinions in 
this paper should not be considered neces- 
sarily representative of committee consen- 
sus. Nevertheless, the speaker has not 
hesitated to draw upon the ideas and re- 
search of members of the Committee on 
the Uniform CPA Examination or on the 
ideas and research of others. 

Your committee to date has carried 
forward its work by means of individual 
assignments and correspondence with other 
committee members. In June, 1948, the 
committee chairman and one other repre- 
sentative from the committee met in New 
York with several members of the Insti- 
tute’s board for the purpose of discussing 
the board’s problems personally and to 
review the procedures of grading—the 
May, 1948, examination papers being proc- 
essed by graders at that time. The two 
committee members left these conferences 
with the opinion that the breadth and 
depth of the problems and factors involved 
in examination of candidates warranted a 
continuance of an Association committee 
to maintain contact with the board of 


1 This paper was presented at the annual meeting 
of the American Accounting Association in Memphis 
in September, 1948. 


examiners and to cooperate with it in any 
way desirable and feasible. 

At this meeting the speaker wishes to 
consider some aspects of the Uniform CPA 
examination under the heads of (1) Pur- 
pose, (2) Attainment of the Purpose, and 
(3) Grading and Results. 


PURPOSE 


Mr. Henry E. Mendes, past-chairman 
of the Board of Examiners of the American 
Institute of Accountants, has stated the 
purpose as follows: “Broadly speaking, the 
purpose of the CPA examinations is to 
provide adequate tests of the candidate’s 
knowledge in certain basic, essential sub- 
jects relating to accountancy.’ And again, 


. it might be well to indicate and emphasize 
that the principal purpose of the examinations is 
not to determine whether candidates have 
achieved accounting ability commensurate with 
that of leaders in the profession, but that the 
board of examiners, and presumably the various 
boards, are willing to admit men to the ranks of 
the profession on the basis of a somewhat lesser 
degree of development. In other words, in setting 
examinations the boards are attempting to obtain 
information as a basis of judgment as to the com- 
petency of candidates—to satisfy themselves that 
candidates have the qualifications to do what the 
public will expect of them as certified public ac- 
countants. ... This implies, of course, that the 
examinations should be pitched at a level in which 
the public interest would be best served and 
which, in the final analysis, is the fundamental 
justification for CPA legislation.’ 


It would seem, then, that the CPA | 


examination is a test of, or measure of, 
attainment by the candidate. With proper 
standards it should then serve as a pro- 
tective screen for the benefit of the public. 
If adequate to serve as such a protec- 

2‘‘Form and Content of CPA Examinations,” New 
Developments in Accounting, (The American Institute 


of Accountants, 1946), p. 122. 
3 Tbid., p. 126. 
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tion it should at one and the same time 
strengthen the profession generally 
through admission only of those properly 
qualified. 

At what level should the examination 
be set to attain the principal purposes 
mentioned? It has been generally accepted 
that the level should be that which will 
test the candidate at the level of the 
senior accountant. It seems generally 
agreed that it should not be set for the 
assistant, or junior accountant so-called, 
and Mr. Mendes stated ‘‘Candidates do 
not have to be possessed, necessarily, of 
the abilities of the leaders of the profession 
but only sufficient ability to meet the 
average demands.’ And further “It has 
been the fixed policy of the board of ex- 
aminers to develop uniform examinations 
at the level of the advanced semi-senior 
or beginning senior.’’® 

The speaker has seen but one attempt 
to classify public accountants by occu- 
pational levels, with related duties and 
necessary or desirable qualifications. There 
appears to be no real uniformity in level 
classifications and terminology among 
accounting firms and, as a matter of fact, 
there are no sharply distinguishable lines 
of demarcation between assistant or junior, 
semi-senior, senior, in-charge accountant, 
supervising senior, and so on. Until the 
semi-senior and senior categories are well 
defined might it not be better to start with 
the premise that the purpose of the CPA 
examination generally is to determine 
those individuals qualified to practice on 
their own accounts as Certified Public 
Accountants in a medium-sized commu- 
nity? It would then be one of the tasks of 
the board of examiners and the Institute’s 
research department to determine those 
situations most commonly faced by such 
accountants and evolve examinations to 
test candidates adequately in accordance 


‘ Ibid., p. 5. 
Ibid. 
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with occupational demands. Proper in- 
gredients determined on some such basis 
and incorporated into the examination 
would lend a much greater aspect of ob- 
jectivity to the test. It no doubt may be 
assumed that the desire is to obtain pro- 
fessional quality, not quantity. 


ATTAINMENT OF THE PURPOSE 


While most persons are likely to think 
of attainment in terms of the written 
examination there is a very important 
prerequisite, or group of prerequisites, set 
by governing bodies—the entrance re- 
quirements. One may divide these require- 
ments into two primary groups—educa- 
tion and experience—although other statu- 
tory or regulatory requirements of age, 
citizenship, and other qualifications may 
be present. 

The usual educational requirement is 
four years of high school or the equivalent. 
New York and several other states re- 
quire some education at the collegiate 
level, and the American Institute of 
Accountants has taken the position that a 
college education is desirable for those who 
enter the profession. A committee of the 
New York State Society of CPA’s in a 
report dated May 22, 1947, stated 
It would appear that the educational subjects in 
which a prospective professional accountant is to 
be trained in the schools approved by the State 
should be set down with considerable particular- 
ity and when so set down the professional exami- 
nations set by the Board of CPA Examiners 
should be based upon the level of this training.® 
. .. in order to raise our professional education to 
the level of Engineering, Law, Medicine, and 
other professions, we should now be making 
plans to support the establishment of separate 
schools of accountancy comparable to those 


schools which train for entrance into the other 
professions.” 


6 Report of Joint Committee on Syllabus, Account- 
ing Education and Content of CPA Examinations to 
the Committee on Education of the New York State 
Society of Certified Public Accountants, May 22, 
1947, p. 4. 

1 Tbid. 
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In its summary the committee concludes 
that only education, in accordance with 
certain recommendations made, can ac- 
complish the desired end of infusing 
into the professional ranks as new blood 
the type of individuals who should become 
practitioners of tomorrow. “The new- 
comers in the profession will be men on 
whom will rest the responsibility for im- 
proving and expanding the services which 
the profession must be qualified to give to 
the increasingly complex economic and 
social life of the future.’’”® 

In some statistics presented by Norman 
Lee Burton, then education director, 
American Institute of Accountants, in a 
paper read at the sixtieth annual meeting of 
the American Institute in 1947, the modal 
groups for those successful in the examina- 
tion on the first attempt were those in the 
age bracket 25-29 years and those with a 
college education with an accounting ma- 
jor.® Such an array can be misleading if 
for no other reason than that the various 
groups did not contain equal numbers of 
candidates, but nevertheless the successes 
in the younger and in the more highly edu- 
cated groups was striking. In the same 
tabulation, of those passing auditing on 
the first attempt, 105 had no public ac- 
counting experience, whereas 196 had one 
or more years; of those successful in ac- 
counting practice on the first trial, 101 
had no public accounting experience, and 
140 had one or more years. The value of 
experience cannot be denied, yet the 30 
per cent or 40 per cent of successful candi- 
dates without such experience is material. 
In the same paper Mr. Burton analyzed 
the backgrounds of the 92 candidates who 
passed all four parts of the examination at 
the first attempt. He stated “If there is 
any moral to be derived from these data, 


8 Tbid., p. 15. 

* “Basic Information Concerning the Uniform CPA 
Examination,” Challenges to the Accounting Profession. 
(American Institute of Accountants, 1947), p. 76. 
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it would seem to point to the importance 
of youth and education as factors in pass- 
ing the CPA examinations, with public 
accounting experience as of secondary sig- 
nificance.’’!° 

In the Accounting Exchange depart- 
ment of the ACCOUNTING REVIEW of 
January, 1945, A. C. Littleton wrote 
People may wonder what there is in a few years of 
accounting experience to educate a man for a 
technical accounting examination. Could three 
years of work, mostly with mechanical details as 
a junior assistant, do much to build up com- 
petence for solving CPA problems? .. . It surely 
cannot be that the mere passage of time in certain 
surroundings constitutes satisfactory experience 
for admission to an examination. If a limited ex- 
perience is made the principal basis of admission 
to a knowledge test, and if that experience does 
not of itself contribute reasonably to that 
knowledge, there is a serious inconsistency some- 
where in many CPA laws... . If a limited experi- 
ence is required not because of its educational 
features, is it then required as a protection to the 
public, as a hospital internship is required sub- 
sequent to a college degree in medicine? But, with- 
out a requirement of prior accounting education, 
this required experience in accounting comes pre- 
sumably at the beginning of accounting knowl- 
edge. How then can it protect the public?" 


The Form of Regulatory Public Account- 
ing Bill approved by the Institute’s com- 
mittee on state legislation in April, 1945, 
proposes college graduation with specified 
course content and two years of experience 
with a gradation to high school graduation 
and six years experience. This is eminently 
sound, for since knowledge is the chief pre- 
requisite why should not the emphasis on 
the experience and education elements be 
reversed with perhaps both a higher edu- 
cational requirement than is usual at 
present and an experience requirement, 
but permissive substitution of additional 
experience for some otherwise required 
education? Or why not, with some educa- 
tion required at the collegiate level, grant 


10 Tbid., p. 73. 
" Accounting Review, Vol. XX, No. 1 (January, 
1945), p. 107. 
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admission to the examination and, as at 
least one state (Illinois) does, license for 
practice only after an experience require- 
ment is met; or, as in other sovereign units, 
withhold the actual certificate until satis- 
factory experience is acquired? 

Although two primary groups—educa- 
tion and experience—were mentioned, a 
third may be introduced, that is, the pre- 
liminary examination. The idea is not 
new—indeed, the practice in one form or 
another is not new. For many years the 
chartered accountant examinations have 
been given in sections, passage of one 
being required for the privilege of sitting 
for the next. Although in the United States 
reference is not made to preliminary, inter- 
mediate, or final examinations, in practice 
the states and territories approach very 
close to these. The chartered accountant 
preliminary examination includes coverage 
of grammar, composition, arithmetic, his- 
tory, geometry, etc.; the CPA examination 
achieves practically the same result by 
requiring a high school education or better 
before sitting. Some state boards condition 
candidates who fail in one or more subjects 
and thereafter require the candidate to 
repeat only those in which he was con- 
ditioned. Some boards permit the candi- 
date to sit for certain parts of the examina- 
tion before meeting the experience re- 
quirement. These policies in effect recog- 
nize a type of intermediate examination 
although not formalized as such. They all 
have characteristics of a type of pre-exam- 
ination which is meeting with favor in 
some quarters. The speaker wishes to cite 
a few proposals, for the high percentage of 
failures on examinations may eventually 
necessitate a more thorough screening of 
those desirous of entering the profession. 

In the paper to which reference was 
made above, Mr. Mendes suggests for 
those without satisfactory experience a 
preliminary examination of three parts: 
commercial law, theory of accounts, and 


theory of auditing and economics; this is 
to be followed, after experience has been 
acquired, with an examination of three 
additional parts: two on practical account- 
ing and one on practical auditing.” A. C. 
Littleton® has suggested one division, with 
an educational but no experience require- 
ment, composed of two parts on account- 
ing theory and practice and one part on 
commercial Law. This would be followed 
by another division, with an experience 
requirement, composed of two half-days 
of auditing theory and practice separated 
by a half-day on administrative law and 
finance. One immediately discerns a con- 
flict of ideas in compartmentalization— 
Mr. Mendes would require experience 
before the writing on practical accounting, 
Mr. Littleton would not. Mr. Littleton 
supports his grouping in part by comparing 
the results of four examinations in Illinois 
(which has no experience requirement) 
with the results of grading as published 
by the American Institute for the same 
examinations. In each examination a 
higher percentage of candidates passed 
the accounting theory and practice in 
Illinois than of those graded by the Insti- 
tute; the reverse was true for auditing. 
May Nov. May Nov. 
1941 1941 1942 1942 
Theory and Practice 


Illinois 23.2% 59.9% 35.8% 40.7% 

Institute 18.3. 31.8 34.2 22.8 
Auditing 

Illinois 18.9% 33.4% 15.3% 20.9% 

Institute 53.5 45.2 36.8 52.3 


The figures seem to suggest (a) that problems 
are well adapted to private study, coaching, or 
classroom use in preparation for examinations 
and, (b) that auditing can best be learned in con- 
junction with experience in making audits.... 
A strict requirement of experience as a basis for 
admission to the one and only examination is 
quite illogical as soon as practical experience is 
no longer the only way of successfully preparing to 


12 ‘Form and Content of CPA Examination,” p. 134. 
13 “Examinations in Auditing,” ACCOUNTING RE- 
VIEW, Vol. XVIII, No. 4 (October, 1943), pp. 315f. 
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pass the examination. Practical experience is more 
properly a rule for admission to public practice 
than an avenue of admission to an examination. 
But experience as a prerequisite can still be justi- 
fied if applied to an appropriate part of the 
tests for admission to public practice. 


The report of the committee of the-New 
York State Society referred to above 
recommends a preliminary examination 
with half-day sessions on principles of ac- 
counting, principles and technique of au- 
diting, and business and accounting law, 
and two half-day sessions on accounting 
problems. The following excerpt from the 
report supports Mr. Littleton’s position on 
accounting problems: 


. .. the techniques required for passing the Prac- 
tical Accounting examination are better acquired 
in the class room than in the field of practice. It 
is the conviction of your Committee that the can- 
didate is better prepared to write the present ex- 
amination in Practical Accounting immediately 
upon completion of his academic course than he is 
after having met the new three-year experience 
requirement, as is the present arrangement." 


The final examination would be given 
after three years of diversified public ac- 
counting experience. The committee be- 
lieves 


the scope and content of the final examination 
(two half-day sessions) should be such as to test 
the candidate’s practical knowledge of the pro- 
fession, its practice, its problems, its public 
aspects, and its ethical standards. It should also 
test his knowledge of the organization of the 
public accountant’s office, the auditing methods 
applied in practice, relations with staff, contract- 
ual and other relations with clients, appraisal of 
client’s system of accounts as to internal check 
and the effect of this on the program of audit... 
such an examination would also serve as a rating 
device for the character of the experience which 
the candidate has received during his three-year 
apprenticeship. 


As educational requirements are in- 


creased it might even be feasible in the 
future to dispense with the examination in 


” 


4 “Report of Joint Committee on Syllabis... 
12 


p. 12. 
Jbid., pp. 12, 13. 
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commercial law as it is now set and sub- 
stitute a special section on taxation and 
statistics, or divide the CPA examination 
merely into a preliminary covering theory 
and practice of accounting and a final coy- 
ering theory and practice of auditing. 

Time limits will not permit a full dis- 
cussion of the written examination, but 
the speaker would like to consider several 
troublesome aspects and mention others 
to which the Committee on the Uniform 
CPA Examination is giving attention. The 
usual examination includes sessions on 
auditing, commercial law, accounting 
theory, and accounting practice, although 
a few states require coverage of another 
subject, such as economics. At present the 
consensus of your committee is that the 
two and one half days allowed for the usual 
subjects is adequate, although there is 
some sentiment favoring a special session 
on taxes or statistics. 

Whatever may eventually be the breadth 
of the examination, the desire is to deter- 
mine those best qualified to serve the public 
as Certified Public Accountants, and the 
examination should be such as to enable 
the examiners to judge fairly and ade- 
quately the degree of competence and the 
professional attitude of the candidate. In 
view of the increasingly important role of 
the accountant in our economic and social 
world, one may well raise the point as to 
whether questions aimed toward the de- 
termination of factual and technical knowl- 
edge only, or questions aimed toward the 
determination of ability to analyze, co- 
ordinate, think, and exercise judgment, 
should predominate. Undoubtedly both 
should be included but is it not logical to 
assume that as more technical education 
is required for entrance fewer questions 
need be included dealing solely or pri- 
marily with factual and technical knowl- 
edge? 

At least until entrance requirements 
have become more uniform, the speaker 
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me is of the opinion the subject matter covered 75-25, or possibly 50-50, on the assump- 
i in a given part of the examination could tion that candidates will know in general 
aie well be grouped into a portion extremely what 50 per cent of the questions will be. 
pe basic and essential to the day-by-day If such a decision on nature of material 
Me practice of any accountant and a portion were reached, it might be well for the board 
ing. less essential even though desirable to to prepare a syllabus stating, among other 
dis. know. The first portion might be described things, the nature of the core material. 
but as a core of knowledge upon which every ; Why then is the percentage of failures 
mal candidate should be examined ; the second in this, i.e., the practical accounting, part 
we portion of fringe material might be thought of the examination so high? Surely any 
es of as cyclical in that candidates may and well-schooled and well-reviewed candidate 
The will find questions or problems from this knows he is going to be quizzed on the 

pre area in alternation or rotation about the subjects mentioned above. Is it the time 
ting core. factor? The board of examiners has made 
ugh Perhaps past boards have done this a sincere effort to tailor the examination 
ses consciously or unconsciously. In an analy- to the time available, and your committee 
the sis of accounting theory and practice pre- feels that it has succeeded. Is it inadequate 
the pared several years ago by the speaker, it preparation or inaptitude? T hese undoubt- 
sual | Was found that during the period 1922— edly contribute to the failures, and it is 
aie 1926 the leaders in terms of points allotted probably | from individuals with these 
ot were in the topics of general statements, shortcomings that the loudest cries of lack 
actuarial, theory and general questions, of time come. Is it examination pressure? 

adth | otporations, cost, and special statements Is it because of the wording or setting of 


ster. | (exclusive of consolidated statements). problems? Is it inability to express one- 
iblic Fifteen years later, 1937-1941, the order self? Is it specialized field problems and 


the was general statements, fund accounting, questions? Is it grading? No one seems to 
able 

d PERCENTAGE OF PASSING CANDIDATES IN THE EXAMINATIONS FROM 
ade- NOVEMBER, 1943, TO NOVEMBER, 1947, INCLUSIVE 
1 the —— — — — - 
> In Nov. May Nov. May Nov. May Nov. May Nov. 
or 1943 1944 1944 1945 1945 1946 1946 1947 1947 
ocial Auditing....... 64.5 66.0 60.5 24.4 46.4 41.6 28.6 30.5 45.4 

49.2 48.5 46.6 26.7 39.3 53.1 51.8 44.7 32.5 

as to | Theory......... 67.3 68.4 78.3 66.2 33.6 61.7. 53.1 81.2 43.0 
» de- Practices 6.5.54. 9.8 10.2 13.9 12.8 29.8 40.1 23.5 19.8 25.2 
.owl- 
1 the 


cost, consolidated statements, partner- have the answer and yet the results of 
i: ships, and so on down the line. In inter- grading are disturbing. Fluctuations in the 

vening periods emphasis varied but gen- percentage of passing candidates have been 
erally the leaders remained about the violent, as witness the results of nine ex- 


: Same with a shifting in position only. A | aminations from November, 1943, to 
ation h 1 . + 
staal thorough knowledge of from eight to ten November, 1947, inclusive. 
- such subjects would give a candidate an In auditing, successes varied between 
a excellent chance to pass the examination. 24.4 per cent and 66.0 per cent; in law, suc- 
10wl- 


If such core and cyclical material were de- cesses varied between 26.7 per cent and 
anill cided upon, the board would have to de- 53.1 per cent; in theory of accounts, the 
wen | cide also the relative weights as 60-40, variation was from 33.6 per cent to 81.2 
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per cent; and in practical accounting, the 
extremes were 9.8 per cent and 40.1 per 
cent. 

These fluctuations are of concern to 
everyone, including the board of examin- 
ers. It hardly seems reasonable that the 
quality of candidates would vary so much 
within a six-months period that in May, 
1946, 40.1 per cent passed practical ac- 
counting and in November, 1946, only 
23.5 per cent passed. In May of the pre- 
ceding year only 12.8 per cent were suc- 
cessful, whereas six months later 29.8 
per cent passed. This would lead one to 
the conclusion that somehow, some way, 
the examinations, or grading, are at fault— 
always assuming more uniform results are 
desirable. 

In an attempt to obtain a background 
for consideration of this problem, your 
committee has reviewed the board’s pro- 
cedures and grading involved in the ex- 
amination. At present the sources for prob- 
lems and questions include state boards, 
public accountants and their firms, paid 
employees, a subcommittee of the board, 
and educators. The sources are none too 
prolific and the board would like to remedy 
this situation. Questions are reviewed by 
the board along with model solutions and 
turned over to a subcommittee for polish- 
ing and testing with so-called “guinea pig” 
pseudo-candidates. Careful consideration 
is given to the nature of subject matter, 
the statement and wording of question, 
weighting, and timing. 

Numerous points have been raised con- 
cerning the form and content of questions 
and these points are under consideration 
by the board and your Committee on the 
Uniform CPA examination. What, for 
example, is the relative value of long and 
short problems? Which is fairer to the 
candidate; which gives the examiner a 
better concept of the ability of the candi- 
date? Should one afternoon be devoted to 
say two long problems and one afternoon 
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to more numerous short problems? Perhaps 
this is the answer, as a wider coverage oj 
subjects would be possible and a compari- 
son of a candidate’s grades on the two 
sessions could readily be made. Should ob. 
jective type questions be used in spite 
of inherent dangers? What is the place of 
the essay type question? Much criticism 
has been made by public accounting firms 
of the inability of employees to express 
themselves clearly and understandably 
in their mother tongue. The speaker be- 
lieves that a testing of this ability is proper 
in the CPA examination and that it is 
feasible to incorporate several questions in 
theory, auditing, and law for which half 
the weight attached to the question would 
be for use of English. 


Bitter comment has been made con- [| 


cerning questions in specialized fields such 


as fund accounting, brokerage, banking, | 
utilities, etc. Just where core material [ 


should end and cyclical material begin is 


moot, but once determined the use of op- § 
tional questions for the cyclical or fringe | 


portion of the examination might well be 


considered. This, perhaps, would be more 4 
fair to the candidate and still enable him to | 
demonstrate his breadth of knowledge. | 


Some have complained concerning the 
incorporation of questions on current topics 
or on current literature or releases. It 
seems desirable to learn the depth of ac- 


counting interest of the candidate as ex- | 


pressed in his “keeping up to date” and | 
the complaint can only be justified if the J 


source material is very recent or obscure. 


GRADING 


No doubt some believe that the key to/ 


all difficulties lies in the grading. All edu- 
cators have experienced the headaches oi 
question preparation and grading. In 4 
professional examination such as this one, 


grading must above all else be fair an¢| 


impartial. In American Institute proce- 
dure, graders do not know the names 0 
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candidates; no one grader grades all parts 
of the paper; the results are subject to 
review by the grader in charge of that 
section or part. 

Institute graders are well enough com- 
pensated that properly qualified persons 
can be obtained. Graders should be chosen 
on the basis of grading experience and 
equable temperament; a background which 
includes teaching experience would be 
beneficial. Graders should and do solve 
the questions assigned to them; the sug- 
gested or guide solutions and weights 
should then be reviewed earefully with 
them and in this process the board should 
be especially active. The board should ap- 
prove and accept full responsibility for 
final standards of weighting and grading. 
Guide solutions should be checked against 
authoritative or semi-authoritative re- 
leases by the American Institute or other 
bodies, and complete consistency main- 
tained in answers to different questions. 

Constant and diligent attention must be 
paid by the board to standards of content 
and grading, for the examination should 
be not only uniform with respect to 
different states and territories but should 
be reasonably uniform in standards from 
one year to another. 


CONCLUSION 


Examiners have a tremendous obliga- 
tion and responsibility to the profession, 
the states and territories delegating duties 
to them, and to the candidate. The ap- 
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proach of the examiners should be objec- 
tive; it is their responsibility to determine 
the standards set by examination and 
grading. Educators may help in construc- 
tion and arrayal of data, timing, weighting, 
and suggestions as to grading procedures 
and techniques. Educators may and should 
hold themselves ready to criticize content, 
especially with regard to overemphasis, 
too detailed specialization not of everyday 
or disciplinary use, and presentation of 
material to candidates. 

The American Accounting Association 
can help the board in a practical and timely 
way. The speaker is suggesting a special 
or standing committee on the uniform CPA 
examination to cooperate with the board 
of the Institute. One of the chief functions 
could be to serve as a collecting and clear- 
ing agency for problen:s and questions 
suitable for the CPA examination. The 
examiners desire to maintain a stockpile 
sufficient to provide material for several 
examinations. The greater the number of 
questions on hand the easier is the task 
of the board in preparing examinations far 
enough in advance to allow for adequate 
pretesting and polishing. Who, other than 
professional educators, should be better 
qualified to construct proper examination 
material? This same committee might, if 
the board so desires, render a real service 
by reviewing the examinations before 
final distribution. In this manner the 
American Accounting Association could 
further contribute to the welfare of the 
accounting profession. 
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EXCERPTS FROM THE REPORT ON THE 
UNIFORM CPA EXAMINATION' 


Hae L. NEWcoMER, CHAIRMAN 


FOREWORD 


HE COMMITTEE on the Uniform CPA 
Examination was appointed Febru- 
ary 28, 1948, in response to a request 
in 1947 from the Board of Examiners of the 
American Institute of Accountants. The 
board, through Mr. John L. Carey, sug- 
gested the appointment of an Association 
committee to “undertake a study of the 
examinations of recent years, with a view 
to suggestions which might improve future 
examinations.”” The commitment from 
President Leland was interpreted broadly 
to include coverage of the board’s exami- 
nation procedures, the content of the uni- 
form CPA examinations, timings, weight- 
ings, grading, and any other items which 
the committee might deem pertinent. 

As a premise the committee was willing 
to accept the statement of Mr. Henry E. 
Mendes, past-chairman of the Board of 
Examiners, concerning the purpose of the 
examination as follows: “Broadly speaking, 
the purpose of the CPA examinations is to 
provide adequate tests of the candidate’s 
knowledge in certain basic, essential sub- 
jects relating to accountancy.” And 
further “It has been the fixed policy of the 
board of examiners to develop uniform 
examinations at the level of the advanced 
semi-senior or beginning senior.’ 

It has been generally accepted that to 
attain the above purpose the level of the 
examination should be that which will test 
the candidate at the level of senior ac- 

1 This report was prepared by the following com- 
mittee: Hale L. Newcomer, Chairman, C. L. Kelly, 
Arthur D. Maxwell, Herbert E. Miller, J. Leonard 
Penny, Ralph C. Russell and Howard F. Stettler. 

? “Form and Content of CPA Examinations,” New 
Developments in Accounting (The American Institute 


of Accountants, 1946), p. 122. 
3 Ibid., p. 126. 


countant. As level or grade classifications 
are flexible the committee believed it 
might well work from the premise that the 
purpose of the CPA examination generally 
is to determine those individuals qualified 
to practice on their own accounts as 
certified public accountants in a medium 
sized community. Consequently, an im- 
portant task of the board and others would 
be the determination of those situations 
most commonly faced by such accountants 
and to include in the examinations ques- 
tions which would test candidates ade- 
quately in accordance with occupational 
demands. 

Whatever may eventually be the 
breadth of the examination, the desire is 
to determine those best qualified to serve 
the public as certified public accountants 
and the examination should be such as to 
enable the examiners to judge fairly and 
adequately the degree of competence and 
the professional attitude of the candidate. 
In view of the increasingly important role 
of the accountant in our economic and 
social world, one may well raise the point 
as to whether questions aimed toward the 
determination of factual and technical 
knowledge only, or questions aimed toward 
the determination of ability to analyze, 
coordinate, think, and exercise judgment, 
should predominate. While undoubtedly 
both should be included, as educational 
entrance requirements are raised the com- 
mittee feels the latter type should be given 
greater emphasis. 


ENTRANCE REQUIREMENTS 


Entrance requirements may be divided 
into two primary groups—education and 
experience. The usual educational re- 
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quirement is four years of high school or 
the equivalent. The trend at present is 
definitely toward a higher educational 
prerequisite and the committee believes 
this movement is sound in that it tends to 
raise the professional education of the 
accountant towards the levels required in 
other professions. At the same time it 
should infuse into the professional ranks as 
new blood the type of individuals who 


should become practitioners in the complex 
economy of today and tomorrow. 
Therefore your committee concludes 
that the educational requirement goal to 
be attained is graduation from a college or 
university recognized by the state board 


f this require- 

age of Section 3 of the 
Accounting Bill 

s Committee on 

145) as follows: 

thirty or more 


semester hours or juivalent thereof 
in the study of accounting, business law, 
economics and finance, of which at least 


twenty semester hours 


or the equivalent 
thereof shall be in the study of accounting.” 
Furthermore, the committee feels that 
since it is rather generally accepted that 
the candidate is better prepared to write 
the examination immediately upon com- 
pletion of his academic work, he should be 
entitled to examination immediately upon 
such completion. Until this goal has been 
attained, up to six years in practice as a 
public accountant, or in the employ of a 

accountant or certified public 
accountant might be accepted in lieu of an 
academic educational requirement. The 
committee believes the right to practice or 
a licensing feature is something quite 
separate and distinct from the nght to 
demonstrate one’s ability by writing the 
CPA examination successfully. There is a 
considerable body of opinion in favor of 
issuance of the CPA certificate immediate- 
ly upon successful completion of the exami- 
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nation (as in Illinois). An increasing num- 
ber of boards appear to favor permitting 
the candidate to sit for the examination 
before he satisfies the experience require- 
ment but to withhold the certificate until 
the experience requirement is met. The 
committee endorses this change in regula- 
tion but believes it should be emphasized 
to these and other boards that withholding 
the certificate until an experience require- 
ment is satisfied is making the CPA 
certificate serve both as a professional 
degree and a license to practice. 


PRELIMINARY EXAMINATIONS 


From time to time considerable dis- 
cussion has developed about the idea of a 
preliminary examination. The very large 
number of candidates in some states and 
the inadequacy of the preparation or lack 
of ability of many of these candidates has 
fostered the idea of such an examination. 
A high educational requirement operates 
as a screening device to some extent and 
may achieve about the same result as the 
preliminary examination. To the extent 
that some state boards condition certain 
candidates an intermediate examination is 
in effect recognized. Generally, the com- 
mittee does not favor a screening exami- 
nation. 

WRITTEN EXAMINATION 

Theory. It is the consensus that it is 
desirable to learn the depth of accounting 
interest of the candidate as evidenced by 
his “keeping up to date” and therefore 
it is proper to incorporate some questions 
on current topics, current literature, or 
releases of an authoritative nature. Some 
complaints have been made concerning 
such questions and the committee believes 
the board should avoid questions on ob- 
scure source material and perhaps on high- 
ly controversial matters unless credit is to 
be granted on the basis of soundness of 
arguments presented. 

Problems or Practice. The committee has 
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made some analyses of recent examinations 
and from these and other sources arrived 
at several tentative conclusions. Bitter 
comment has been made by some candi- 
dates concerning the inclusion on the 
examination of questions in specialized 
fields such as fund accounting, brokerage, 
banking, utilities, etc. It has been suggested 
that questions of this specialized nature be 
deleted but the committee feels it is proper 
to include a sprinkling of these on an 
optional basis. This, it is thought, would 
be fair to the candidate and still enable 
him to demonstrate his breadth of knowl- 
edge. The committee recommends more 
short problems and believes there is real 
merit in the suggestion to devote (on a 
trial basis) one session to a number of 
short problems and one session to longer 
problems. This would permit a wider 
coverage of subjects and still permit the 
passing of judgment on the candidate’s 
ability to handle the amount of detail and 
routine frequently involved in long prob- 
lems. (Other comments under General 
below.) 

Auditing. The committee believes there 
should be a judicious mixture of questions 
dealing with actual auditing procedures, 
cases, the theory or why or understanding 
of audit procedures, certificates, and pro- 
fessional ethics. It believes the board 
attempts to do this and merely wishes to 
urge a more uniform balancing of the 
material, not within a single examination 
necessarily, but from one examination to 
another. Furthermore, the committee feels 
strongly that heavily weighted questions 
tend to lower the number of passes and 
that questions weighted at 20, 30, or 40 
points should not be posed. It believes that 
questions requiring a knowledge of special- 
ized businesses should be used sparingly. 

Commercial Law. Mr. Mendes has 
stated the purpose of the law examination 
“is to test the candidate’s ability, not with 
the aim of his practicing law at any time, 


but to enable him to recognize a legal 
problem when he sees one.’’* And further, 
the examination in law “should be related, 
in so far as possible, to problems that a 
practicing accountant is likely to meet.’® 
With respect to this portion of the exami- 
nation the committee suggests 

(1) That greater use of “situation type” ques- 
tions be made—preferably stated in terms 
of an accountant and his client—present- 
ing a greater amount of detail than has 
been the current practice. 

(2) That definition type questions be used less 
frequently, in that this type of question 
places too great a premium on cramming 
and memorization as preparation for the 
examination with too little consequent 
benefit to the candidate. 

(3) That greater attention be given to relating 
the subject-matter of questions to problems 
encountered by the average accountant in 
his practice. 

General. The consensus of the committee 
is that the examination is of proper length 
and that there is no need for an additional 
half day on the same scope as suggested by 
some; that the board has succeeded reason- 
ably well in tailoring recent examinations 
to the available time; that the number of 
problems should not be reduced; and that 
there is not at present a need for special 
sessions on economics, taxes, statistics, or 
other subjects. The board seems committed 
to the inclusion of some objective type 
questions on the examination and the 
committee raises no objection to this on 
a trial basis, providing the questions are 
not too numerous and generally are 
thought provoking rather than mere fact 
finding. The inclusion of one or more essay 
type questions in theory, auditing, and 
law is deemed feasible for the purpose of 
determining the ability of the candidate to 
express himself clearly and understandably 
in his mother tongue and the weighting in 
grading should give effect to this purpose. 

To permit experimentation an adequate 


‘ Ibid., p. 129. 
5 Ibid., p. 128. 
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supply of material must be at the board’s 
disposal. The examiners desire to maintain 
a stockpile sufficient to provide material 
for several examinations. The greater the 
number of questions on hand the easier is 
the task of the board in preparing exami- 
nations far enough in advance to allow 
for adequate pretesting and polishing. 
As a possible aid to the board the com- 
mittee recommends: 


(1) A special or standing committee of the 
American Accounting Association to co- 
operate with the board of examiners and 
education director of the Institute. 

(2) One of the chief functions of said commit- 
tee to be to serve as a collecting and clear- 
ing agency for problems and questions 
suitable for the CPA examination. 

(3) The committee to issue a call to teachers of 
accounting, and especially to those han- 
dling problem courses, to send problems and 
questions to the committee for possible use 
on CPA examinations. When the board 
indicates a shortage of material in any 
particular area specific requests should be 
made of qualified educators. 

(4) The committee should screen from the ma- 
terial received any items it deems unsuita- 
ble for examination purposes, delete the 
names of contributors, edit, and transmit 
to the board. 

(5) The executive Committee should allocate 
sufficient funds each year to permit at least 
two members of the committee to meet in 
consultation with the board in New York 
if that appears desirable to all parties con- 
cerned. Such consultation would be for the 
purpose of discussing examination ma- 
terial, results of testing, standards, poli- 
cies, procedures, and grading results of the 
actual examinations as compared with 


“guinea pig” results. (Your committee is 
unwilling at this time to recommend any 
preaudit of an examination should the 
board request it. This, it believes, should 
be a matter of policy to be determined by 
the Executive Committee.) 


CONCLUSION 


The committee wishes to acknowledge 
the fullest cooperation on the part of the 
board of examiners of the American In- 
stitute of Accountants and especially of 
its chairman, Mr. J. William Hope. It 
believes the board has made a sincere 
effort to better its examinations and pro- 
cedures and no better evidence is needed 
than the request of the board for a survey 
by an independent organization. The 
comments, opinions, suggestions, and re- 
commendations in this report are in no way 
offered in a spirit of derogation or fault 
finding, but rather in the hope some help- 
ful and progressive ideas are incorporated 
herein. It is the consc asus of the committee 
that the breadth and depth of the problems 
and factors involved in examining candi- 
dates warrants a continuation of an As- 
sociation committee to offer aid to the 
board of examiners and to cooperate with 
it in any way desirable and feasible. 
Continued cooperation between the As- 
sociation and the Board would augur well 
for the development of better examinations 
and the assurance that only those properly 
qualified would be permitted to offer 
themselves to the public as certified 
public accountants. 
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THE EFFECTS OF A NATIONAL TESTING 
PROGRAM ON ACCOUNTING 
EDUCATION 


T. A. Bupp 


Ben D. Wood, Director of the Col- 

lege Testing Program of the Ameri- 
can Institute of Accountants, President 
Leland appointed a Test Advisory Com- 
mittee of this association. The Committee 
includes Professor Ayars, University of 
Pittsburgh; Professor Boyd, University of 
Illinois; Professor Emblen, Montana State 
University; Professor Husband, Wayne 
University; Professor Reiner, Western 
Reserve University; Professor White, Uni- 
versity of Texas; and myself as chairman. 
The committee was created to work with 
the Committee on the Selection of Per- 
sonnel of the American Institute in the 
preparation of new tests and to act as 
adviser upon such matters as the Institute 
committee might place before it. 

A second objective of the Advisory Test 
Committee, as indicated by President 
Leland, was to consider the advisability of 
drafting a program for the American Ac- 
counting Association designed to improve 
testing in the colleges, a program to be 
submitted to the Executive Committee for 
its approval or disapproval. In the matter 
of the first of these objectives, that of ad- 
vising the Institute committee, your com- 
mittee when it makes its report will state 
that it has completed two definite assign- 
ments for the Institute, one in connection 
with a new short form of Level II examina- 
tion and the other in connection with the 
proposed fees to be charged for examina- 
tion services. 

Because of the widely-spread residences 


FEBRUARY, upon the request of Dr. 


1 This paper was presented at the annual meeting 
of the American Accounting Association in Memphis 
in September, 1948. 


of the members of your committee, it has 
been impossible to hold meetings and 
discuss a program to improve testing in 
the colleges. The committee will proceed 
however to do what it can by correspond- 
ence. Possibly whatever discussion that 
may take place today will be helpful. 

It is not my purpose to review the proj- 
ect of the American Institute. That has 
been brought to your attention on other 
occasions and was fully described in the 
ACCOUNTING REVIEW of last January. It is 
rather my desire to discuss briefly the 
effects of any national, regional, or wide- 
range testing program on accounting edu- 
cation; for the purpose of the present dis- 
cussion, a mythical program. 

The project of the American Institute 
was designed for, and still aims toward, 
improved methods in the selection of per- 
sonnel for public accounting firms. This is 
a more limited objective than I have in 
mind, because the important fact that 
only a minority of college students either 
aim for or finally reach the field of public 
accounting makes it necessary to discuss 
a testing program from a much broader 
point of view, one which would include 
all students of accounting without regard 
to their ultimate goals. 

A discussion of a national, or regional, 
testing program must include, first, the 
reasons for the inauguration of such a 
program and whether it is a desirable thing; 
second, the probable results of the program 
once it has been established; and third, the 
problems that must be solved prior to its 
institution and later in its administration. 

Some years ago a college was forced to 
base its decisions concerning the admission 
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of students upon the results of entrance 
examinations constructed, administered, 
and graded by the college itself. During 
this era a college which offered compar- 
atively easy examinations was able to 
obtain a plethora of students, while a 
college that maintained strict standards 
sometimes found its quota difficult to fill. 
This haphazard method of controlling ad- 
missions did not always result in satisfac- 
tory academic standards and as a result 
there was great inequality in the reputation 
of the degrees awarded. Later, entrance 
examinations were eliminated by a goodly 
number of colleges and secondary school 
records substituted. But, it was soon real- 
ized that schools vary almost as much as 
individuals and that a definite admission 
program was necessary. Out of the chaos 
came the College Entrance Examination 
Board and other regional boards. Definite 
standards were established and today 
practically all of our colleges are quite de- 
pendent upon this examination program. 

The professions, led by medicine, den- 
tistry, and law early established qualifying 
examinations for practice. Later, accoun- 
tancy was placed on a professional basis 
with the advent of the degree of Certified 
Public Accountant. Of more recent date, 
the professional designations of Chartered 
Life Underwriter (C.L.U.) in the life in- 
surance field, and Chartered Property 
Casualty Underwriter (C.P.C.U.) in the 
property insurance field, have been added 
to the list. Each of these testing procedures 
has had important effects upon the stand- 
ards of the vocations and upon the edu- 
cational programs leading to the respective 
examinations. 

All those programs aim to establish a 
professional designation after the indi- 
vidual has completed his formal education 
and has entered the area of business or 
professional activity. None of them aims 
to test the aptitude or achievement of the 
student during the period of his training. 


None of them tries to assure the individual 
that he is fitted for the career he has chosen 
before he has made considerable expendi- 
tures of time and money or before his em- 
ployer has made a considerable investment 
in him. It may be argued that all colleges 
rate the students by giving them grades 
in their courses and that in the case of 
accounting, for instance, they should have 
some idea of their abilities from a survey 
of their records. This is true only within 
certain limits. 

If all instruction in all colleges were 
equally efficient, if the courses of study in 
all colleges included the same materials 
with equal emphasis, and if all the grades 
represented standard achievement, each 
student could assume well in advance of 
his initial employment his chance of ulti- 
mate success in the field. But American 
educational institutions are not equally 
efficient, their courses of study frequently 
do not follow the same pattern, the grades 
that are given are as varied as are those 
who give them, and thus a student may be 
led to assume that he has the aptitude for 
and is prepared for the accounting field 
when actually he may not be at all. 

An indication of the variability of the 
achievement of students from several in- 
stitutions may be obtained by studying 
the distribution of scores made by account- 
ing students in the Institute’s Level I and 
Level II tests. In the Level I test, given in 
the Fall of 1946 in 36 colleges, the median 
scores for the individual colleges ranged 
from 91% to 414; and in the Level IT test 
the range was from 92.3 to 49}. In the 
former case only about 32 per cent of the 
grades in the lowest ranked college were 
as high as the lowest scores of the four 
highest ranked colleges. 

Even if due allowances were made for 
the conditions under which the examina- 
tions were given and for the possible selec- 
tion or non-selection of the students who 
took the examinations, the differences in 


' 
J 
1 
nas 
nd 
in 
ed | 
id- 
nat 4 
1as 
1er 
he 
is 
he 
le- 
lu- 
lis- 
ite 
rd, | 
er- | 4 
sis | 
in 
lat 
uss | 
ler 
ide | 
ard 
ial, 
the 
ng; | 
am | 
the | 
its 
on. | 
to 
ion 
| ( 
‘ 


142 The Accounting Review 


the scores were too great. This demon- 
strates the fact that the abilities of the 
students, the methods of instruction, or 
both, were by no means on the same plane. 
The results of the Level II examination 
showed an even more serious situation. 
Here the lowest ranked institution had 
only one student whose grade was above 
the median for the whole group, and 80 
per cent of its students were placed in the 
lowest quartile of all the students in the 
25 colleges. While the lowest ranking col- 
lege may not be a criterion, the fact that 
9 of the 25 colleges had only a few students 
whose grades might be considered satis- 
factory and demonstrating capacity for 
an accounting position shows the serious- 
ness of the situation. 

All of what I have said shows the neces- 
sity for some procedure whereby the stu- 
dent may obtain valid data upon which to 
plan his future career, whereby teachers 
of accounting may know how effective 
their courses of study and their instruc- 
tional methods may be, and whereby em- 
ployers may be able to judge accounting 
aptitude and accounting ability in advance 
of employment better than under the pres- 
ent haphazard methods. 

It is my hope that some day there may 
be a testing program, national, or at least 
regional, in scope that will help to place 
accounting education on a more or less 
standard basis. I have no illusion that 
such a program may be instituted in the 
near future, but the sooner it is talked 
about the sooner will plans begin to be 
formulated. 

The advantages of a national, regional, 
or over-all testing program may be sum- 
marized as follows: 

1. It would act as a qualifying agency for 
junior positions in the accounting profes- 
s10n. 

a. In the field of public accounting 
b. In accounting departments of industrial 


and financial enterprises and in govern- 
mental departments 


2. It would tend to codify accounting course 
and accounting curricula. 

3. It would tend to standardize teaching 
methods. 

4. It would act as a check upon instructional 
efficiency. 

5. Provided the tests were set at several 
levels, it would serve as a prerequisite for 
entrance into accounting majors, thereby 
eliminating some students from the ad- 
vanced course and relieving to some extent 
the pressure upon senior members of the 
various faculties. 

6. It would serve to relieve the CPA Board 
by acting as ascreen for candidates, thereby 
decreasing the number who would take the 
examinations and incidentally raising the 
proportion of those who would pass. 


All of these advantages are important, 
and if a testing program resulted in even 
a portion of them it would be worthwhile. 

On the other hand, a testing program 
covering a wide range would also raise 
some very troublesome problems. Prob- 
ably the most important and most funda- 
mental objection might be its possible 
tendency to restrict the scope of account- 
ing education. Given centrally devised 
examinations, the results of which would 
be important to the students as a factor 
in their placement in positions and impor- 
tant to the colleges by virtue of competition 
the instruction and preparation might 
conceivably be pointed so directly toward 
the examinations that the breadth of 
training which is so important as a basis 
of future success might be sacrificed for 
immediate advantage. I have pointed this 
out in another connection and have em- 
phasized the danger of restricting the 
scope of accounting education, particu- 
larly when it is directed toward the exam- 
ination for the professional degree. In an 
address which I made before several chap- 
ters of the National Association of Cost 
Accountants and which was published in 
the AccounTING Review last April, I 
stated: 


All accountants are not certified public ac- 
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countants and many do not aspire to be such. 
Many accountants are engaged in the industria! 
field and many practice public accounting with- 
out the official designation. But because account- 
ing curricula are aimed at the passing of the ex- 
amination, the requirements for the degree 
dominate the area of instruction. This leads to 
the important conclusion that a curriculum that 
has as its goal a particular examination or set of 
examinations tends to become restricted in its 
scope. The curricula of our secondary schools are 
patterned after the requirements of the college 
entrance examinations. The colleges require that 
a certain fixed number of credits be required for 
admission, and they furthermore limit these 
credits by a fixed schedule of subjects. The sec- 
ondary schools cannot evade the issue raised by 
these requirements and must pattern their curric- 
ula to meet them. In addition, the contents of 
past examinations in a given subject result in an 
inclusiveness and an exclusiveness of materials. 
Such an arrangement is highly satisfactory to the 
colleges but does not foster great advancement in 
secondary school education. 


Training, whether in accounting or in 
other subjects, within narrow limits is not 
conducive to success in the area of business 
enterprise. Imagine how ill-equipped a 
cost accountant would be if he knew only 
the basic elements of that subject, his 
training being limited to the bare tools 
of his trade, and he knew nothing about 
industrial management, financial policy, 
or labor relations. Or consider the handicap 
under which a public accountant would 
work if he knew nothing of the principles 
of corporation finance. Broad training is 
essential to success in all of accounting 
work regardless of the specialty. Important 
as this objection to a standard examination 
program may be, it nevertheless can be 
overcome. If the testing program is in- 
clusive enough to force preparation in a 
core of subjects related to accounting in 
the long run it might have a broadening 
rather than a restrictive effect. 

A second problem is that of the organi- 
zation that would be necessary to admin- 
ister properly a program of wide scope. 
First, it would be necessary to obtain the 


cooperation of a majority of college ad- 
ministrators and faculty members, and to 
a lesser degree the students themselves. 
Second, the sympathy of the public ac- 
counting profession would have to be ob- 
tained. Third, it would be necessary to 
publicize and sell the program to such an 
extent that in due course of time employers 
of accounting personnel would recognize 
the results of the examinations and give 
an employment advantage to students of 
high rank. All of this would take time and 
manpower. 

A third and important problem is the 
financing of a program of such size. Fun- 
damentally, the major financing should 
rest upon the shoulders of those who stand 
to gain the most from it, the employers and 
the students. No great part of the burden 
could be placed upon the students and it 
is not likely that the employers, at least 
immediately, would subsidize the pro- 
gram. Possibly some contributions would 
be made by business enterprises which are 
dependent upon the colleges for large 
numbers of accounting personnel, but only 
a minor part of the budget could be ex- 
pected from this source. The cost, there- 
fore, would have to be borne in large part 
by the colleges and by interested profes- 
sional organizations such as the American 
Institute, the Controllers Institute, the 
National Association of Cost Accountants, 
and the American Accounting Association. 

Coincident with the problem of financing 
is that of the administration of the pro- 
gram. This would involve a national, or 
regional, board which would arrange the 
form and contents of the examinations to 
be given, their distribution, and their 
grading. This would be no small job. 

The examinations would probably in- 
clude an aptitude test of some type. It 
would have to be decided whether to use a 
specially designed accounting aptitude test 
such as the American Institute is develop- 
ing, or a test such as the Scholastic Apti- 
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tude Test with some adjustment as to the 
weight of the mathematical and verbal 
portions. The score of the chosen aptitude 
test would be used mostly for the guidance 
of the students and would be studied in 
connection with their achievements in 
first-year accounting. In this manner one 
result would be used as a check against the 
other. 

In addition to the aptitude test, achieve- 
ment tests would be offered in several 
parts. One might, for instance, correspond 
to the Level I Test of the American Insti- 
tute and be arranged to test the student’s 
knowledge of elementary accounting. The 
remaining tests might be constructed to 
test on a subject-matter basis rather than 
merely at an upper level. Thus, it might 
be decided to test in the areas of cost, audit- 
ing, industrial accounting systems, finan- 
cial accounting systems, and federal taxes. 
Again, it might be advisable to arrange an 
optional test covering allied subject ma- 
terial taken from the student’s over-all 
training in business administration. Such 
a test might include commercial law, cor- 
poration finance, investments, manage- 
ment, and elementary economic theory. 
It would be a valuable source of informa- 
tion to an employer by which he could 
gauge the breadth of the prospective em- 
ployee’s training for business. 

Because of the size of the job to be done, 
and in order to limit the amount of time 
required of the student as well as to assure 
standard grading, it is probable that the 
examinations would be of the objective 
type. Although there is some doubt in the 
minds of a number of the teaching profes- 
sion as to the effectiveness of this type of 
examination, nevertheless it has its uses 
and advantages. Since the problem type of 
examination would undoubtedly be used 
in regular course work, and because the 
testing program would act simply as a 
check upon the achievement of the stu- 
dent, there would seem to be no valid 


reason for discriminating against the ob- 
jective examination. 

I want to call to your attention an ar- 
ticle written by Dr. L. L. Thurstone of the 
University of Chicago which appears in 
the current issue of The Bulletin of the 
American Association of University Pro- 
fessors. Dr. Thurstone is concerned with 
the questionable testing that is being done 
in our colleges and high schools. He pro- 
poses that manuals containing examina- 
tion questions be prepared for each high 
school and elementary college subject. 
The manuals would contain examination 
questions arranged according to the con- 
ventional chapter headings of current text- 
books. These manuals should contain so 
many questions that they could be used 
indefinitely. The number of questions 
would be so large that no harm would be 
done if they were to get into the hands of 
students. 

As an example Dr. Thurstone uses a 
high school teacher of physics who has 
just completed instruction in a chapter on 
sound. He would turn to the manual in 
which the section on sound would contain 
several hundred questions and would 
choose the questions which would seem to 
be appropriate as to content and level of 
difficulty for his students. 

Dr. Thurstone believes that unless 
national standards of certification are at 
stake they should not be set by an outside 
agency but should be adjusted to the class. 
Contents of courses may vary legitimately 
and freedom of instruction is necessary 
to encourage innovations in teaching. 

The preparation of the manuals should 
be a cooperative undertaking; teachers 
should be encouraged to supply questions 
and problems. These should be edited by 
one or two experienced teachers with the 
assistance of an advisory committee. 

Dr. Thurstone points out that the cost 
of preparing examinations in the objective 
form is so great that ordinarily the exam- 
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ination papers are numbered and great 
care taken to prevent their getting into 
the hands of students. He believes that 
it would be better practice to announce 
that every examination is public property 
as soon as it has been given. This, of 
course, could only be done if the number 
of questions were large. 

Dr. Thurstone is more optimistic than 
I am with regard to the financing of the 
manuals. He believes that the manuals 
would be so widely used that the project 
would become self-supporting, that the 
schools and teachers would through their 
purchases create revenue enough to carry 
all costs. 

The type of examination in the manuals 
would, of course, be objective and Dr. 
Thurstone believes the only disadvantage 
of this form of examination to be the time 
and effort to prepare the questions prop- 
erly. He argues for the objective examina- 
tion as a type which offers: 

a. More incisive in covering material 

b. Higher reliability and validity in grading 

c. Greater speed in grading 

I also wish to call your attention to an 
article which appeared in the Pathfinder 
under date of August 25, entitled “Rating 
the Tests.” The article is critical of tests 
and raises the question, ‘‘Are schools being 
victimized by spurious tests?” The article 
quotes Dr. Harold A. Wrenn, Director of 
Admissions at Cooper Union: 

There are about 30 companies publishing educa- 
tional and psychological tests. There are hundreds 
of these tests. Many of them are wholly meaning- 
less. Fictitious validation of tests is foisted on a 
consuming public. Few tests measure what they 
claim to measure. The result is confusion. There 
ought to be some form of Bureau of Standards 
for tests to pick the wheat from the chaff. A group 


of experts should be organized to recommend 
format, standards for reliability, etc. 


The nearest approach to the above is 
the Mental Measurements Yearbook? 


* Edited by Dr. Oscar K. Buros, Associate Professor 
of Education at Rutgers University. 


which contains reviews by more than 300 
educators of specific tests now on the mar- 
ket. 

The article claims that there are now 
4,500 tests published every year in the 
United States. 

The administration of a program such 
as this would entail a real job, but a job 
worth while. The problems that have been 
mentioned are capable of solution and the 
success of the program would not be 
beyond reasonable doubt. In any event, 
much of the professional service in the ad- 
ministration of such a program would fall, 
I fear, upon college faculties as a labor of 
love. In this, as in so many other instances, 
the faculties could be counted upon for 
more than their share of the work to be 
done. 

It should be realized that the proposals 
here made are at the present time visionary 
that much water must flow under the 
bridge before accounting education in gen- 
eral will be ready for them, but every new 
phase of accounting instruction must have 
its growing pains and a start must be made 
somewhere. The idea of an over-all testing 
program started with the members of the 
American Institute; that which I have 
stated here is merely an enlargement of 
their ideas, a possible application of the 
testing principle to the entire body of ac- 
counting students with whom we work 
and in whose success we are so much in- 
terested. 

Certain it is that at present we have 
neither educational nor instructional equal- 
ity in our several institutions, and cer- 
tain it is that we should pause to restudy 
our methods. Accounting in theory and in 
practice has grown by leaps and bounds, 
but much of our educational method has 
not kept pace with it and we must look 
forward to more coordination and less 
variability in our instruction. A testing 
program, worthy of the name is one means 
toward the end we should be seeking. 
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EXPENSE AND ACCOUNTING CONCEPTS 


AND STANDARDS 


HERMANN C. MILLER 


the logic of an argument presented by 

Professor W. A. Paton. His article 
published in the January 1949 issue of 
the ACCOUNTING REVIEW presents a 
devastating barrage of reductio ad absur- 
dum, invective, and fascinating wit which 
may too readily be accepted by his readers. 
The issues at stake should be drawn 
clearly. Irrelevant comments and argu- 
ment based upon false assumptions should 
be discarded before there is any disposition 
to repudiate the statement, Accounting 
Concepts and Standards Underlying Cor po- 
rate Financial Statements. 

Lifting one paragraph (5 under Expense) 
from the entire context Professor Paton 
characterizes as a “novel and almost 
incredible proposition” that having estab- 
lished a plan or program for the assignment 
of the cost of an asset to expense—‘‘made 
in good faith after considered judgment and 
after competent review, in accordance with 
the accepted accounting concepts and stand- 
ards of the time’ the consistent and in- 
exorable application to the ultimate end 
shall be made without any deviation, 
juggling, wavering, backsliding, or pussy- 
footing away from that originally adopted 
plan or program. (The words of the state- 
ment are: “‘is not subject to reversal in a 
later period.”’) Recognizing that many 
accountants and others would prefer to 
make an original estimate of the life-span 
of a capital asset and revise that estimate 
either frequently or infrequently to accord 
with a new estimate, it hardly is fair to 
charge those who prefer the consistent, 
steady, and unchanging application of an 
estimate made in accordance with the 
basic stipulations of “good faith,” ‘“con- 
sidered judgment,” “competent review,” 


[ IS ALWAYS difficult to disagree with 


and “accepted accounting concepts and 
standards of the time” with “novel and 
almost incredible” ideas. Certainly by this 
time all informed persons recognize de- 
preciation provision as an estimate. As such 
there is inherent in that provision the éver- 
present factor of error which cannot be 
exactly compensated by adjustment until 
the asset life is exhausted. Even Professor 
Paton’s proposition that adjustment be 
made whenever it becomes apparent that 
the original estimate was erroneous, or at 
less frequent intervals, still requires a new 
(and potentially erroneous) estimate of 
remaining life, which in turn may, under 
his proposition, require additional “cor- 
rections,”’ adjustments, changes in periodic 
charges, etc., again and again, until the 
asset no longer has usefulness. His proposal 
therefore, merely substitutes a new errone- 
ous estimate for the originally erroneous 
estimate and at the same time destroys the 
comparative usefulness of statements by 
ever changing charges for depreciation 
provision. The net result would be change; 
but there would be no gain in accuracy, 
exactness of measurement of depreciation, 
or comparative usefulness in the resulting 
statements. If the 1948 statement of The 
American Accounting Association is to be 
characterized as novel and almost in- 
credible on this count, may we have more 
of it! 

Professor Paton’s lack of enthusiasm 
for the proposition perhaps arises out of a 
desire to have the asset and related reserve 
for depreciation accounts reflect some sort 
of quantitative measurement of the 
“value” of a partly worn out asset. There 
seems to be no suggestion in the Associa- 
tion’s statement that such accounts give @ 
quantitative measurement of value. Rather 
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the statement says “The portion of re- 
corded cost to be reported in the balance 
sheet is the amount assignable to future 
periods.” In other words, the asset account 
reports the recorded cost, the reserve for 
depreciation’ reports the portion of the 
recorded cost already assigned to past 
operations, and the difference (balance) 
reports the portion of the recorded cost 
remaining to be assigned to future oper- 
ations in accordance with the plan or 
program originally established in good 
faith, after considered judgment, after 
competent review, and in accordance with 
accepted concepts and standards of the 
time. It is submitted here, that accounting 
statements so prepared do supply depend- 
able information for the formulation of 
judgments. And as stated in the Associa- 
tion’s statement under ‘Concluding Com- 
ments,” “These judgments made in an 
economic setting subject to important 
changes can be relied upon only if such 
standards are adhered to consistently.” 
There is no denial of the application of 
hindsight. The statement in no place 
commits the accountant to past decisions 
and to past mistakes. It does, however, 
restrict the use of such hindsight so that 
it may not become an instrument of de- 
struction, a plaything for the exercise of 
whims, fancies, and conspiracies, and a 
seemingly valid excuse for varying, un- 
explained, and unidentified bases of finan- 
cial information from which the intelligent 
application of interpretation Gneluding 


. hindsight) may proceed. Nothing in the 


statement requires or condones a postion 
assumed by Professor Paton “to deny the 
existence of economic resources.’’ Certainly 
any asset, the cost of which has been 
wholly charged to expense through a con- 
sistent plan or program originally estab- 
lished, is not to be denied existence if that 
asset has any residual usefulness. Indeed, 


1 By whatever title it may be given. 


the showing of its continued existence and 
use after the total cost has been charged to 
expense must be insisted upon.? An argu- 
ment based upon any assumption that this 
is not permitted in the Association’s 
statement proceeds from a false premise 
and as such must be characterized as 
pure sophistry. 

Professor Paton seems determined to 
prove the proposition that the committees 
wanted to “write things off, to absorb and 
minimize assets and property rights.” 
Assuming this to be true, his argument is 
incontrovertible. However, that assump- 
tion is so far from being sound and ac- 
curate that it appears unnecessary to reply 
to argument based thereon. It may be 
appropriate to point out, however, that 
Professor Paton’s argument considers only 
the effect of premature write-off and ignores 
the cases where the opposite is to be found. 
If one were to adopt his line of attack, it 
could now be assumed that he would adjust 
the premature write-offs but would ignore 
the case where the write-off is insufficient 
at least until the date of final collapse and 
exhaustion of an asset occurring prior to 
total charge off. It is not believed that 
Professor Paton would take such a position 
but it may well be assumed that corrections 
or adjustments to be made subsequent to 
the adoption of a plan of depreciation or 
amortization would be more usually ad- 
vocated because of premature write-off 
than in the case where the write-off is 
proceeding at too slow a rate. Somewhere 
in the argument there seems to have been 
a confusion of the over-all effect of over- 
and-under-absorption, a neglect for the 

2 The asset recorded cost will be shown in the bal- 
ance sheet. The applicable (100%) depreciation reserve 
will be shown in the balance sheet. Full disclosure will 
thus be made of the asset’s continued existence and 
usefulness, and of the obvious fact that provision for 
depreciation in past periods was excessive while provi- 
sion for depreciation in future periods will be understated. 
The Association’s statement does not at any point deny 
the proper interpretation, explanation, or notation 


which might well accompany the corporate statements 
under such conditions. 
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desirability of consistent treatment period 
by period, a crusading spirit to accomplish 
frequent partial and still imperfect ad- 
justments, and the current clamor for an 
ever changing accounting base moving up 
and down with the vicissitude of stock, 
commodity, money and other markets so 
easily summed up in the words “changing 
prices.” 

It should not be assumed that because 
of insistence upon the use of recorded 
cost as the only available objective in- 
formation there is any suggestion of belief 
in or advocacy for the proposition, that 
careful consideration should not be given 
to important changes such as may be 
found in price level changes and many 


other considerations. However, such con- 
siderations lie wholly beyond and outside 
of the area of basic corporate financial 
statements and at the same time may be 
said to lie within the area of managerial 
judgment, investment analysis, and inter- 
pretation. In the latter area, it is to be 
assumed that the accountant of integrity, 
competence and social responsibility may 
make a valuable contribution. The former 
area is exclusively a field for the account- 
ant, while in the latter area his contribution 
is only contributary. 

Unless Professor Paton can find better 
cause for criticism of the Association’s 
statement, there is no valid reason for his 
conclusion that it should be repudiated. 
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CASE STUDIES IN INTERNAL AUDITING’ 


A. J. E. 


O PARAPHRASE the Institute of 
Internal Auditor’s Statement of 
Responsibilities, internal auditing is 


a practical technique designed to ac- 
complish the following: 


1. Ascertain the degree of reliability of ac- 
counting and statistical data developed 
within the organization. 

2. Ascertain the extent to which company as- 
sets are properly accounted for and safe- 
guarded from losses of all kinds. 

3. Ascertain the extent of compliance with 
established policies, plans, and procedures. 

4. Review and appraise the policies and plans 
of the organization in the light of related 
data and other evidence. 

5. Review and appraise the internal records 
and procedures of the organization in terms 
of their adequacy and effectiveness. 

6. Review and appraise performance under the 
policies, plans, and procedures. 


It will be realized that this is no small 
assignment for a staff group within a 
corporate organization. Such staff must be 
well trained and adequate in numbers. 
To illustrate, one corporation in this 
country has a budget for internal auditing 
of approximately one million dollars. 

As illustrations of the foregoing, three 
groups of case studies are presented: 

1. Routine internal audit functions. 

2. Special assignments to determine the ef- 

ficiency of an operation. 

3. Special investigations of fraud and theft. 


The experiences and practices utilized 
are for the most part drawn from our own 


company. Because the meat packing in- 


dustry is one of the less-publicized (perhaps 
due to its lack of any glamour), it is neces- 
sary to give a brief description. 
Our company processes and markets 
meat, poultry and dairy products, vegetable 
‘This paper was presented at the annual meeting 


of the American Accounting Association in Memphis 
tn September, 1948. 


oils, fruits, vegetables, fish, mineral fer- 
tilizers, and the by-products of all these. 
The physical equipment consists of pack- 
ing plants, cold storages, oil refineries, 
creameries, canneries, fertilizer and feed 
plants, leather tanneries, and wholesale 
warehouses, about eighty units altogether. 
These extend all across Canada and into 
some parts of the United States. The an- 
nual volume of business is about 250 
million dollars. 

There are special control problems in an 
industry of this kind: 


1. Because of the wide geographical spread of 
the various units, supervision by remote 
control is necessary and complicated. The 
internal audit department is, therefore, re- 
garded very much as the eyes and ears of 
management. 

2. The management and accounting systems 
are highly decentralized. Down to the 
smallest unit, local management has wide 
powers of initiative and action, and all ac- 
counting records up to a general ledger are 
kept locally. The control of cash, receiva- 
bles, and payables is local. This requires 
frequent and detailed audits of the smaller 
units, although at large plants good internal 
check can be operated by local manage- 
ment. 

3. The nature of the products handled requires 
special safeguards against spoilage and 
theft. An internal auditor must constantly 
check the conditions of merchandise, the 
storage and warehousing facilities, and the 
effectiveness of inventory control. 


The internal audit department in our 
company consists of ten auditors of vary- 
ing degrees of experience, plus several 
clerical assistants. This is somewhat small 
for adequate coverage. At present the 
size of the staff is limited by the number 
of senior auditors available to give on-the- 
job training, a necessity no matter what 
the previous experience of a new man may 
have been. 


side 
cial 
be 
rial 
T 
be 
nay 
ner 
int- 
ion | 
ter 
n’s 
his | 
| 
| 
| 


150 


Every corporation has its own ideas of 
the services its internal audit department 
should provide. In brief, our company 
wants the following: 

1. The objective reporting of inefficiencies and 
sub-standard work, along with recommen- 
dations for correction and improvement. 

2. Prevention and detection of fraud and theft, 
preferably prevention. 


Regarding the first of these objectives, 
the following instructions are given to our 
auditors: 

“In any department, determine first of all the 
reason for that department’s existence. What is it 
supposed to do? Then ask yourself if, with the 
material it has to work with, it achieves its pur- 
pose in the shortest possible way.” 


ROUTINE ASSIGNMENTS 


What might be called routine assign- 
ments include three main sections of our 
audit program, namely, accounts payable, 
accounts receivable, and inventories. 


Accounts Payable 


Every one of our units pays its own bills 
locally. Purchases of raw material and 
saleable merchandise are almost completely 
under local control. Expenditures for 
equipment and supplies in excess of certain 
amounts are subject to Head Office 
authorization. 

The internal audit department, there- 
fore, faces the following problems: 


1. In general, it must see that no money is 
paid out for which we have not received full 
value in goods or services. More particu- 
larly, we wish to know 

. That raw materials and merchandise were 
bought at the market, in good condition, 

3. That quantities paid for were actually re- 

ceived, and 

4. That payments for capital and expense 

items were properly authorized. 


As is common practice, all purchases 
must be initiated by a purchase requisition 
sent from the department requiring the 
goods to the Purchasing Department. The 
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vendor’s invoice, when received, must 
agree with the specifications on the requisi- 
tion. All deliveries are made to a receiver, 
and the quantities shown on his report 
must be the same as charged by the vendor, 
Our method of audit is as follows: 

1. The auditor examines and observes 
in detail the operations of the purchasing, 
accounts payable, and receiving depart- 
ments, in order to appraise compliance with 
system, efficiency of personnel, and whether 
the present system is suited to actual 
conditions and requirements. At receiving 
points he will try particularly to determine 
by observation and questioning, the extent 
to which incoming goods are conscientious- 
ly counted, weighed, examined, and re- 
corded. 

2. All desks, files and correspondence are 
examined with a view to reporting on 

a. neatness and orderliness, 

b. answering of correspondence, 


c. condition of the work, to make sure that 
orders are not being delayed. 


3. Incoming correspondence goes to 
the auditor for several days. 

4. The files of unfilled requisitions are 
checked to see which vendors are late with 
invoices. Vendors’ invoices on hand are 
also checked to see if there has been 
faulty receiving or requisitioning on our 
part. 

5. We have both a voucher system and 
an accounts payable ledger system, the 
use of either depending on local conditions. 
If the latter is used, the ledgers are checked 
in detail for balances, adjustment, and 
age of accounts. Postings are tested, tnd 
vendors’ statements are checked against 
the ledger accounts. There are always 
certain vendors’ statements on hand; in 
addition, the auditor requests verification 
statements from a group of vendors. 

6. A representative number of files of 
vouchers are examined in detail and 
checked to the controls. In his examination 
of the vouchers, the auditor looks for: 
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a. Completeness of the voucher; that is, there 
must be our requisition, vendor’s invoice, 
and our receiving records. All must agree. 
If the delivery of goods is a complicated one, 
there must be on file all documents neces- 
sary to show that we received exactly what 
we paid for. There is no rule of thumb; tne 
auditor must know what is required in every 
case. 

. The auditor passes judgment on neatness. 
We do not tolerate careless or untidy work 
at any point. 

. Complete authorization must be evidenced 
by the signatures on the vouchers. 

. There must be complete evidence by signa- 
tures that quantities, specifications, prices, 
and arithmetic have been checked. Arith- 
metic is tested by an audit clerk. 

. If necessary, competitive prices must be ob- 
tained. 

. Date of the voucher is noted. We do not 
tolerate late vouchering, and we insist on 
prompt payment to our vendors. 


o 


Qa. 


~ 


7. Besides checking ledgers and vouch- 
ers, all additions of listings and controls 
are checked by comptometer operators 
and the totals verified to the controlling 
accounts. 

In summary, we believe that our method 
of internal audit relating to accounts 
payable is the best we can devise to guard 
against fraud and important errors. We 
do not pretend that it is very effective in 
preventing an arrangement between a 
vendor and one of our buyers to shade a 
price in the vendor’s favor. We buy in very 
large quantities and it is difficult to detect 
a purchase that is a fraction of a cent a 
pound too high. 

We believe that our internal audit has 
kept these departments operating in 
orderly fashion, with minimum staff, and 
has ensured that the work of purchasing 
and vouchering is always up to date. 


Accounts Receivable 


Every retail butcher and grocer in 
Canada is our customer, plus thousands 
of other businesses and institutions that 
use our products and by-products. Our 
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salesmen blanket the country, and they 
collect most of the accounts. We have 
twenty-five sales offices, each with its own 
accounts receivable ledgers, which are in 
charge of a credit manager. The individual 
control of accounts is at the local office, but 
policy is set at Head Office, and overdue 
reports are sent to Head Office once a 
month. For the most part, the meat 
packing industry allows a week’s credit 
only, and none of the large companies will 
allow much delinquency. 

The internal audit department is con- 
fronted with the following: 


1. It must verify, at widely scattered points, 
that the accounts due from customers are 
represented in the correct amounts in the 
ledgers. 

2. Because accounts are paid to the salesmen, 
the auditors must be alert to the possibility 
of the withholding of collections. 

3. The auditor must appraise the efficiency of 
local credit management, and of the clerical 
work in the accounts receivable department. 

4, The accuracy of reports to Head Office must 
be verified. 


With these requirements in mind, our 
auditors usually visit accounts receivable 
departments on a surprise basis and take 
possession of one or more ledgers. The 
accounts are checked in detail to a current 
trial balance, or the auditor makes his own. 
All accounts are proven for adjustment, 
and postings are tested. The age of the 
accounts is checked to the latest overdue 
report, or the auditor compiles his own 
overdue report if his visit is not at or near 
the end of the month. 

The files, records, and routine of the 
department are closely examined for 
evidence of inefficiency in any way. It is 
our rule in accounts receivable work, that 
all posting and balancing must be com- 
pleted each day, and the auditor reports 
any failure to observe this rule. 

Verification statements are mailed to all 
the customers of certain salesmen. Usually 
the writing of these statements is done by 
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local clerical staff, but the auditor must 
check them to the ledgers and supervise 
their mailing. Occasionally an auditor will 
personally call on a number of customers 
to verify their accounts, at which time he 
will naturally be interested in the cus- 
tomers’ reactions to our products and 
service. 

After completion of the audit, the 
auditor’s report covers: 


1. His opinion of the local credit management, 
supported by comment on individual ac- 
counts. 

2. An appraisal of the mechanical efficiency of 
the department and the personnel. 

3. Comment on any errors or omissions found 
during the audit. 

4, Manipulation of collections. If such a case is 
found, a special report is made. 


The main idea, of course, is to present 
to the executives and the general credit 
manager a report on the department that 
will give them all the facts that they would 
seek if they made a personal visit. 


Inventories 


The extent of inventory verification by 
public accountants throughout the country 
may vary widely, but in our company there 
are no qualifications to the check required 
from the internal audit department. Every 
time an auditor visits one of our locations 
he must check the inventory completely, 
and at the end of the financial year a 
complete check is made throughout the 
company under the supervision of the 
internal audit department. Emphasis is 
laid on this because of the perishability of 
many of our products, the danger of theft, 
and the possibility of manipulation of 
inventory figures to cover operating losses. 
The last is a serious matter because of 
our policy of decentralized operations, and 
of our practice of weekly profit and loss 
statements. On occasion a department 
manager may think that, by inventory 
manipulation, he can cover up a bad week, 
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and then regain the lost ground in the 
following week. 

All this responsibility presupposes that 
our internal auditors are familiar with our 
products, and limits recruits for the 
department to men of some experience. 

At branch warehouses, the auditor 
checks all of the inventory at one time. 
At large packing plants, the inventory is 
usually checked in sections. 

Whenever possible, the auditor or 
auditors will do everything themselves. 
But, if the inventory is too large, local men 
are enlisted who have no connection with 
the inventory to be checked. They are 
given written instructions and are required 
to sign a certificate as to their check. 

The method of check is to visit every 
room in the building and record everything 
found there. The inventory sheets are 
then priced, totaled, and compared to book 
records for both weight and value. The 
auditor always takes one or more men with 
him who are familiar with the inventory, 
to assist him in locating, moving, piling, 
counting, or weighing the product. 

Special attention is paid to obsolete, 
damaged, or inferior goods. 

It goes without saying that the book 
records will also be checked to make sure 
they are accurate. The auditor must also 
be on his guard that all product received 


has been vouchered and that there are no | 


large fictitious sales just prior to his visit. 


With our system of weekly results, it is | 


often possible to check the inventory at the 
close of the week’s business, and the book 


records will then be cut off in a normal 


way. In any case, it is not difficult, if im 
the middle of a week, to post purchases 
and sales up to the time of inventory 
check. 


There is nothing very complicated about | 


the auditor’s report on this task. Since we 
handle many products subject to shrinkage 
there are always a number of discrepancies. 
The auditor reports only those he feels to 
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be abnormal. Where the discrepancies are 
abnormal, the auditor tries to determine 
the reasons, which may be due to clerical 
error, poor operating, manipulation, or 
theft. This is the most difficult part of the 
assignment, and often means hours of 
unrewarded work. 

The auditor’s report also deals with the 
handling of the stock, adequacy and 
condition of space, slow-moving lines, and 
condition of product. 


SPECIAL ASSIGNMENTS 


The first illustration in this section 
concerns an examination of accounts, and 
survey of operations, of a conversion plant 
of a heavy-industry corporation. The 
parent corporation maintains a regular 
internal audit department. Its program, 
however, did not cover this conversion 
plant, as its character and relationship 
were not permanent. 

As stated in the report to the Chief 
Auditor, this assignment was to determine: 


1. Whether the accounts of the conversion 
plant appear fairly to reflect all of its finan- 
cial transactions since inception of its opera- 
tions, and its current financial position; 

. Whether its property accountability rec- 
ords appear fairly to reflect the kinds and 
quantities of property for which it must ac- 
count, and whether the quantities which the 
records show as on hand are, in fact on 
hand; 

3. Whether its accounting procedures and sys- 
tem of general accounting control appear to 
be adequate, and 

4. Whether the status of its affairs and the 
progress of its work in general appear to be 
satisfactory.” 


The audit report in this case covered 
forty-eight pages, but it is condensed in 
the following pages to show the scope, 
methods and results of the assignment. 

The auditors were given a free hand to 
pursue whatever methods they considered 
necessary to achieve their purpose. This 
audit differed from a routine assignment 
in that the auditing department had never 
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visited the plant before, and, because it 
was not included in the audit program, 
there was no laid-down procedure as a 
guide. Further, the auditors were not on 
familiar company ground, and therefore 
had to proceed with caution and tact in 
their examinations and conversations. 

The senior in charge states that his staff 


“examined the trial balance, supporting schedules 
and statement of contract documentation. They 
reviewed the accounting procedures and system of 
internal control, and, without making a detailed 
audit, examined or tested accounting, property 
accountability and other records in a manner and 
to an extent deemed necessary. In addition, in- 
spected the physical facilities and arrangement of 
the plant, reviewed its mode of operation, and dis- 
cussed the status of its affairs and the progress of 
its work with its management and supervisory 
personnel.” 


The report disclosed a number of im- 
portant points: 


1. The plan of organization approved by the 
controlling company had not been put into 
effect, with the result that some activities 
were organized in a manner never ap- 
proved by proper authority. 

2. Liaison between conversion plant and 
head office had been unsatisfactory. 

3. No person had been designated for the 
maintenance and further development of 
the plant’s standard practice manual. 

4, Responsibility for certain stores was to 
have been transferred. This had not been 
done. 

5. Surplus stocks of contract material ap- 
peared to be excessive. 

6. Control of material quantities sent to sub- 
contractors appeared to be inadequate. 

7. Certain accountability records of impor- 
tance had not been completed on schedule. 

8. Periodic physical inventories had not been 
complete. 

9. Physical inventories had not been taken by 
disinterested persons. 

10. Internal check in the payroll department 
was inadequate. 

11. Stockrooms did not maintain adequate 
records to show the definite location of all 
parts and materials stored, 


Enumeration of these findings should 
illustrate the value to management of this 


' 
| 
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type of assignment. A few trained men, 
in a few weeks, had been able to give to 
the home office a very detailed picture of 
operations at this plant. It is almost as if 
the executive office could see into the 
operations with a long-range telescope. 
The situation as it exists is set forth clearly 
for managerial review and action. In the 
forty-eight pages of the report all necessary 
information is given to support the sum- 
marized findings. 

The report is divided into sections, each 
section giving the findings for a particular 
area of responsibility at the head office. 
For example, one part is directed to Or- 
ganization Control Department, another 
to the Chief Accountant, and another to 
the Material and Procurement Depart- 
ment. 

The Chief Auditor was responsible for 
seeing that the report went to every 
administration and supervisory person 
concerned, in order that the full value of 
the report would be realized. 

Returning to our own industry, the 
next case history deals with a check of 
truck deliveries. At this point it might 
be well to explain the origin of special 
assignments. In our company, the head of 
the internal audit department reports 
through the Assistant Treasurer to the 
(financial) Vice-President. Above the lat- 
ter is the President, with whom there is 
not much direct contact. Special assign 
ments are handed to the internal audit 
department by all three executives, or may 
be initiated by the head of the audit de- 
partment. In actual practice, most of them 
originate with the Vice-President and 
Assistant Treasurer. 

To proceed with this example, good 
delivery service is essential in the meat 
industry. Every shipment from a plant or 
warehouse contains food that is highly 
perishable. If it is not properly packaged 
and handled, if it is not delivered promptly 
under correct temperature conditions, 


important losses may result to the com- 
pany and to the community’s food supply. 
Moreover, the fierce competition in the 
meat industry makes it necessary that our 
delivery service be of the best. A still 
further reason for the checking of our 
deliveries is the possibility of theft, effected 
by collusion between plant workers and 
truck drivers. 

The daily responsibility of the foregoing 
rests, of course, with the superintendents 
and foremen in charge of shipping and 
deliveries. They should maintain high 
standards and keep alert for misdemean- 
ors. It is human nature, however, to live 
with an operation and not detect the signs 
of deterioration. Inefficiencies creep in 
unnoticed by those charged with day-to- 
day supervision. The following episode 
will illustrate this. 

On this assignment it was decided to 
check the deliveries made from eight trucks 
going to various points within a radius 
of 100 miles. These trucks are loaded in 
the night and begin delivery at their 
earliest point of call as soon as business 
opens for the day. 

Four internal auditors and four senior 
men from the general office were selected. 
Without any previous warning they were 
given sealed instructions at 5:00 o’clock 
in the afternoon, which ordered them to 
report te the audit department office at 
3:00 o’clock in the morning. This secrecy 
is necessary to prevent any hint of the 
check leaking out to the shipping and 
trucking departments. Any such warning 
would destroy the usefulness of a check 
of this kind. 

This assignment illustrates one method 
of enlarging the scope of a small internal 
audit department. That is, four men from 
the general office were used in the assign- 
ment, since it was of such a nature that 
specialized training was not necessary, 
and very explicit written instructions were 
given. The same principle can be applied 
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to other special assignments. It is neces- 
sary, of course, to carry the support of 
local management in such cases, as we 
would not think of summarily drafting 
men without a previous understanding with 
their superiors. 

The eight trucks were boarded by the 
auditors just as they pulled away from 
the plant. The auditors presented a letter 
of authorization to the drivers and re- 
quested possession of all delivery docu- 
ments. At each call, the auditor checked 
the goods against the shipping bills, ex- 
amined the condition of the goods, and 
generally observed the whole delivery 
process. Without stressing that there was 
anything special about the visit, customers 
were invited in friendly fashion to give 
their opinion of our goods and service. 

A written report was made by each man 
upon return to the office, and these reports 
were summarized by the audit depart- 
ment. Reports and summary were sent to 
management and all operating depart- 
ments concerned. The summary of this 
particular check was briefly as follows: 

1. Two items on the trucks were not covered 
by invoices, and one item was invoiced but 
missing from the truck. These were fully 
investigated by the internal audit depart- 
ment, which found no evidence of dis- 
honesty but did find errors and weaknesses 
in loading and checking. 

2. Some trucks were loaded, pulled up on the 
road outside the plant, and left for as long 
as an hour without guard. 

3. Trucks were left at sub-depots, awaiting 
drivers, without guard. 

4. There were some delays between comple- 
tion of loading and departure of truck. 
This resulted in late deliveries and product 
deterioration. 

. Due to improper packaging, there was 
damage to other goods from certain meat 


products which must be shipped in a wet 
condition. 

6. Heavy goods were being loaded on top of 
lighter packages. 

7, Cartons were improperly stitched, due to 
failure to follow instructions. 

8. The white coats worn by some drivers were 
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not clean enough, and some needed repair. 
9. One truck was badly overloaded. 
10. The time schedule for loading and dis- 
patching needed revision. 


As previously stated, the report of these 
conditions was sent to all management 
personnel concerned, with the result that 
steps were taken to correct the weaknesses 
revealed. While these conditions may have 
come to light one by one, an investigation 
of this kind was able to focus attention 
quickly on all shortcomings of the whole 
operation. 


FRAUD AND THEFT 


The final section of this paper deals with 
a part of the internal auditor’s work that 
is always unpleasant but nonetheless very 
important, the investigation of fraud and 
theft. There is a strong tendency among 
internal auditors today to play down their 
work in this regard, and to concentrate 
their efforts and ideas on other services to 
management. Such a trend is all to the 
good, and the Institute of Internal Audi- 
tors is doing much to encourage it. Never- 
theless, an internal auditor will be faced 
with work on defalcations, and for that 
work he should be well trained indeed, 
because it is very difficult and very special- 
ized. The following examples will indicate 
some of the special techniques that are 
necessary. 

It might be appropriate to remark at 
this point that inexperience in such in- 
vestigations, and consequent lack of 
prompt action, has often resulted in 
failure of find out all the facts, inability 
to recovery all or part of the loss, and 
considerable waste of time. Nothing can 
play havoc with an audit program so 
much as a defalcation that takes weeks of 
investigation, and therefore the internal 
auditor should know exactly what to do, 
and how to do it quickly. 

One of the common misdemeanors is 
the withholding of collections by salesmen. 


‘ 
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They are usually detected by sending veri- 
fication statements to customers, or by 
intelligently examining accounts. The fol- 
lowing will illustrate both. 

During the audit of one of our plants, 
our man sent out verifications to the 
customers on several sales territories, as 
soon as he arrived in that particular city. 
Several days later one of the verifications 
was returned with a notation that a small 
item was not in order. The territory con- 
cerned covered a number of small towns 
the center of which was about fifty miles 
from the plant. 

The auditor decided to investigate at 
once, and on the spot, even though there 
might only be a mistake involved. Taking 
the local office manager with him, he 
drove to see this particular customer and 
found his suspicions confirmed. The cus- 
tomer’s receipts showed that payments 
had been made to the salesman and had 
not been reported by him. 

With one concrete example in his pos- 
session, the auditor had to decide whether 
to check further customers, or whether to 
question the salesman first. He decided on 
the latter, hoping that the salesman might 
tell him all the facts and save some time, 
even though the salesman’s story would 
have to be verified later. 

As is all too usual, and all too foolish, 
the salesman denied that there were any 
further items. He made the excuse that 
he had temporarily borrowed the amount 
already detected and intended to turn it in 
the next day. In denying further misap- 
propriations, it is possible he thought he 
could cover up before the auditor com- 
pleted his check. 

The auditor immediately began calling 
on customers close at hand. The very first 
call disclosed a second shortage. For the 
next two days our man called personally 
on all accounts which might bear checking 
in this way, and completed the check by 
telephone and mail. Several more short- 


ages turned up. Fortunately the whole 
amount was not large, but could easily 
have been greater if the salesman had not 
been caught early in the game. 

On another occasion, the examination 
of an accounts receivable ledger disclosed 
one territory on which the number of 
overdue accounts seemed high. The audi- 
tor’s suspicions were aroused, and he talked 
them over with the credit manager and 
the sales manager. The former agreed with 
the auditor, but the sales manager dis- 
counted the idea because of the long service 
and good record of the salesman concerned. 
He said the man was just doing a poor 
collecting job. 

The auditor was not satisfied and went 
to his superior. The chief auditor decided 
that the suspicion was strong enough to 
warrant investigation. He despatched an 
auditor by train that night to the city 
concerned, about 200 miles away. The 
next morning he had a telephone call from 
the auditor saying that the salesman had 
been contacted on arrival and had at once 
confessed to a shortage of approximately 
a thousand dollars. He gave the auditor 
a list of accounts and amounts involved. 
The auditor then drove with the salesman 
to see every customer. In this case, an 
unusual one, it was verified that the sales- 
man had given the full facts when first 
challenged. 

The important conclusions to be drawn 
from these cases are, first, that it pays to 
investigate promptly even slight evidence 
or suspicion of defalcation. Second, the 
investigation must be carried out quickly 
and completely, before there is a chance to 
cover up. In many cases of this kind, the 
auditor will be working alone and, there- 
fore, must make the decision as to course 
of action. 

In this type of assignment, the internal 
auditor must be able to make friends with 
the company’s customers so that he will 
be given free access to all records neces- 
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sary. He should not, however, discuss the 
matter, but leave the impression that the 
check is routine. A knowledge of retail 
accounting is helpful, so that the auditor 
can get quickly to the essential documents 
and information he needs. 

In another case several years ago, two 
of our internal audit staff were covering 
a routine audit at a small plant. On such 
an audit all departments are examined 
fairly closely, as the local staff is small 
and it is difficult to build much internal 
check by sub-division of duties. In other 
words, various individuals have consider- 
able local responsibility. An example that 
fits into this case is that the manager of the 
dairy products department, or produce 
manager, not only did the buying and 
selling of his particular lines but had some 
accounting duties in connection with in- 
ventories and weekly profit and loss state- 
ments. This particular man was a trusted 
senior employee of many years’ service. 

In the examination of this department, 
part of the inventory was taken and found 
correct. More inventory was to be checked 
afew days later. In the interval, inventory 
prices of butter were compared from week 
to week, and were found to have been 
increased a quarter of a cent a pound for 
no apparent reason except to the suspicious 
mind of the auditor, to make the operating 
results look a little better in some weeks. 
There were also some mistakes in the 
storage records. 

The produce manager’s explanations of 
this were vague, and the auditor deliber- 
ately gave out a broad hint that he was 
going to check some more inventory the 
next morning. 

Late that night the local plant manager 
reported to the auditor that the produce 
manager had confessed to a shortage of 
$1,800.00 in inventory. He claimed he had 
raised inventory prices and quantities to 


cover trading losses, hoping to redeem 
them later. 
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Next morning, the auditors took the 
following steps: 


1. The inventory was completely checked. It 
consisted of merchandise and _ supplies 
stored at the plant and several outside 
storages. The shortage proved to be in the 
neighborhood of $10,000. 

2. Examination of vouchers and accounts re- 
vealed forged receiving and purchase 
vouchers, storage vouchers abstracted from 
the mail and destroyed, and fictitious 
purchases and sales with outsiders. Short- 
ages were covered up by forged verification 
statements, and by assistance from a stor- 
age clerk. 


It was quickly apparent that it was most 
important to find out the receivers of the 
stolen goods. The fictitious sales supplied 
the names of two wholesalers, and these 
were visited at once by both auditors, 
before the man involved could say much 
to them, and before they could think up 
good stories. Both auditors went, as two 
witnesses are better than one. 

The wholesalers were caught off balance. 
At one place the auditors demanded to 
see the books. The man concerned was 
frightened and had not had time to see his 
lawyer. Without realizing he could refuse, 
he brought out his books and the auditors 
found valuable evidence therein. The other 
man was visited in the same hour. He, too, 
was bluffed into showing records and gave 
considerable verbal information which was 
promptly written down by the auditors. 

As was to be expected, both men im- 
mediately sought lawyers, but the damage 
had been done so far as they were con- 
cerned. The auditors had made the right 
decision in hastening to see them within 
hours of finding traces of collusion with 
outsiders. 

The next steps were long and painstak- 
ing, that of examining records and of 
questioning suspects and others. This 
tedious work is often avoided by investi- 
gators, but we consider it very necessary. 
By this means we try to build up a factual 
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story of the misappropriation, and we try 
to obtain the maximum of documentary 
evidence. This latter is very useful in 
court, if necessary, and often leads to ad- 
missions by the person concerned when 
confronted with it. Further, the internal 
auditor must always think of trying to 
recover the amount stolen. 

Defalcations of the kind illustrated are 
seldom easy to trace, and this was no ex- 
ception. When we were finished we were 
not sure that we had uncovered the full 
extent of the thefts, and we were able to 
trace only a portion of the stolen goods. 
For the most part, we could tell when the 
shortages occurred and the method of 
covering them up, but we were unable to 
find where most of the goods went. 

Because of lack of complete evidence 
from the files and from the men involved, 
our auditors undertook a very thorough 
cross-examination of every person, in our 
employ or otherwise, who had associated 
with the malefactor. This took several 
weeks, because the same ground was 
covered several times with the same people. 
This persistence was finally rewarded when 
a women remembered visiting a certain 
bank with the wife of the suspected man. 
That minor item enabled our men to lo- 
cate several bank accounts, recover some 
of the money and obtain additional evi- 
dence. 

The methods used to escape detection 
in this case were interesting. Some of them 
were simple, but were possible because of 
the carelessness of other employees. 


1. Vouchers from storage companies were ab- 
stracted from the mail and, therefore, not 
posted. 

2. Inventories and storage records in this 
small plant were in the control of the guilty 
man. He falsified them as he saw fit. 

3. Independent checks of the inventories were 
circumvented by false verification state- 
ments, withholding of purchase and receiv- 
ing vouchers, fictitious sales, and sheer care- 
lessness of some checkers. 


The Accounting Review 


4. There was collusion with outside persons jn 
the case of false verification statements and 
fictitious purchases and sales. 

5. The bank records revealed the payment of 
bribes by certain wholesalers to invoice one 
grade of goods, but deliver an inferior grade, 


It will be obvious that we took immedi- 
ate steps to plug all the loopholes thus re- 
vealed, and the systems at all other plants 
were examined for similar weaknesses. The 
audit had the further result that a portion 
of the loss was recovered, but not all of it. 
The evidence collected was sufficient to 
bring all concerned into court. 


CONCLUSION 


The following qualifications appear to 
be those most needed by an internal audi- 
tor: 

First, he must be an experienced as- 
countant. Many graduates of good ac- 
counting and business courses in schools 
and universities want to step at once into 
the internal audit department. Possibly 
the glamour appeals to them. The recent 
graduate will do better in the long run by 
first obtaining considerable experience in 
clerical, accounting, and operating posi- 
tions. This seems especially true when 
thinking of a job like internal auditing, 
which deals mostly with the things that go 
wrong, not with those that go right. 

Second, only a man who can think 
quickly on the spot and is willing to make 
decisions on his own will ever be a good in- 
ternal auditor. 

Persistence and patience are other neces- 
sary qualifications, as illustrated in several 
of the cases above. 

Finally, the utmost ability to be tactful, 
diplomatic and personable is needed. An 
auditor spends much of his time interview- 
ing and questioning all kinds of people. 
He must get results without antagonizing, 
and without saying one word that might be 
harmful to himself, his department, or his 
company. 
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A “SOURCE AND APPLICATION OF 


FUNDS” 


PHILOSOPHY OF 


FINANCIAL ACCOUNTING 


A. B. CARSON 


HE “source and application of funds 

statement” embodies a viewpoint 

that provides the seeds of a phi- 
losophy of financial accounting. This view- 
point encompasses many matters. It sug- 
gests an order of the importance of the 
various things that accounting attempts 
to accomplish. It casts a light in which 
some practices and “‘principles’” appear to 
have small import while others show up 
with heightened significance. It draws at- 
tention to the importance of working capi- 
tal elements to business organizations. It 
endorses a concept of business manage- 
ment which, in turn, suggests what may be 
considered as the central purpose of ac- 
counts kept by management. 

This “source and application of funds” 
viewpoint serves as a reminder of the 
differences as well as the similarities of 
various types of expenses and income. It 
provides an answer to the qsestion of 
“cost vs. value” in the asset accounts. It 
suggests a slight revision of the form and 
content of the conventional balance sheet. 
Finally, it offers renewed meaning to the 
terms debit and credit. 

Since it is the purpose, form, and nature 
of the source and application of funds 
statement that suggests these things, a 
brief review of the origin, current form, 
and mechanics of preparation of this re- 
port is included as a preface to the con- 
sideration of the matters mentioned. 


THE SOURCE AND APPLICATION OF 
FUNDS STATEMENT 


This statement is the outgrowth of what 
wasitermed a “where-got, where-gone” 
analysis suggested by William Morse Cole 


and presented in a book he wrote forty 
years ago.! His idea was that the move- 
ment of resources could be traced by noting 
the changes in the individual asset and 
liability items between two points of time. 
Increases in assets and decreases in equities 
showed the disposition of resources 
(“where gone,” expenditures, or debits), 
while the reverse indicated the source of 
resources (“where got,” receipts, or cred- 
its). He later changed the terminology to 
“sources of values’ and “applications of 
values.’” 

In 1921, H. A. Finney used the terms 
funds provided and funds applied.2 The 
term funds was used in the broad sense of 
“resources” or ‘“‘values.”” Over the years, 
however, the emphasis has shifted until, 
at the present time, most (though not all) 
writers and practitioners consider funds to 
be net working capital or net current 
assets.‘ 


1 Accounts; Their Construction and Interpretation 
aa Houghton Mifflin Company, 1908), pp. 97- 
102. 

2 The Fundamentals of Accounting (Boston: Hough- 
ton Mifflin Company, 1921), pp. 348—50. 

3 “Students Department,” Journal of Accountancy, 
July, 1921, pp. 65-67. 

4 An informal sample of a dozen recent and widely 
used texts on accounting and statement analysis dis- 
closed that all defined or treated “funds” as net working 
capital (current assets minus current liabilities). A few 
indicated that funds, in the most strict sense, should be 
limited to cash, although they did not employ this 
treatment. Hiram T. Scovill, in an article entitled 
“Application of Funds Made Practical,” THE ACCOUNT- 
ING REview, January, 1944, makes a strong case for 
considering funds as “practically synonymous” with 
cash. Maurize Moonitz, in an article entitled “Inven- 
tories and the Statement of Funds,’”’ THE ACCOUNTING 
REVIEW, July, 1943, shows the advantages of consider- 
ing funds as cash, short term receivables, and bighly 
marketable securities held as secondary reserve, 
less short term payables. He suggests occasions when a 
more limited concept might be necessary. The writer 
agrees with Dr. Moonitz on the matter of excluding 
inventories, but follows conventional practice in the 
present discussion. 
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The source and application of funds 
statement is now considered to be a unique 
and useful financial report. Among other 
things it supplies an answer to the ques- 
tion: “What happened to the profit?” 
“How was the loss absorbed?” It gives an 
overall picture of financial changes oc- 
curring between two points of time (usu- 
ally balance sheet dates), putting the 
emphasis on the sources and dispositions 
of net working capital. It shows whether 
a business is expanding or contracting. It 
reminds the reader that funds from various 
sources become merged in the business 
process. 

The conventional form of the statement 
has two sections: funds provided (or 
secured) and funds applied. If net working 
capital has decreased, the amount of the 
decrease is included as a source. If it has 
increased, this shows as an application. 
Sometimes the working capital change is 
set forth as the residual or difference be- 
tween other sources and applications.® 
Often a detailed schedule of working capi- 
tal is included, showing the changes in the 
individual components. 

Customarily, the net profit as reported 
in the income statement is the first item 
shown among the sources. To this are 
added back various non-working capital 
charges to income, such as depreciation 
and bond discount amortization. Any 
non-working capital credits to income are 
deducted. Any profits or losses from the 
sale of non-current assets are subtracted or 


5’ Harry L. Knuze, in an article entitled “A New 
Form of Funds Statement,’’ THE AccouNTING REVIEW, 
June, 1940, suggests an interesting statement arrange- 
ment. It starts with the amount of net current assets 
at the beginning of the period. Following this the source 
items are shown. The application items are then de- 
ducted. The difference between these two is added or 
subtracted to arrive at the net current assets at the end 
of the period. Another feature is the showing of sales 
and other income among the sources, with expenses 
that decreased working capital shown among the ap- 
plications. This latter treatment (which has been recom- 
mended by several writers) avoids the necessity of 
“adding back” the non-working capital charges. 
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added so that the total funds from transac. 
tions of this sort will appear in one place on 
the statement. The resulting amount js 
usually called “funds provided by (cur- 
rent) operations.” Besides funds from 
operations, other sources of funds during 
the period may include the proceeds from 
the issuance of stock or bonds or the sale 
of non-current assets. Funds applied may 
include dividends declared or declared and 
paid, non-current assets purchased, and 
redemption of long term debt or stock. As 
mentioned above, the change in net work- 
ing capital is properly inserted to balance 
other sources and applications, or is shown 
as a residual. 


The mechanics of preparation of the | 
statement commonly involves a worksheet | 
whereon comparative balance sheets are | 


arranged in adjacent columns followed by 
a pair of columns into which amounts 
representing the change, or net debit or 
credit excess, for each item may be en- 
tered. Usually a separate pair of working 


capital columns is employed. Into these are | 


extended the debit and credit “excesses” 
for the current assets and liabilities. Thus, 
the balancing amount will represent the 
change in net working capital. In most 
cases it is desirable to have a pair of ad- 
justment columns which may be used to 


reverse out any appreciation entries, un- | 
scramble the surplus change into its com- 


ponents, and reclassify various items for 
more effective presentation in the state- 


ment. Finally, the various items as ad- f 
justed and reclassified are extended into | 


the last pair of columns, the debit one for 


funds applied, and the credit one for funds | 


secured. 
At the present time the source and ap- 
plication of funds statement cannot be 


considered a “primary” financial report. § 


It is considerably overshadowed by the 
balance sheet and income statement. There 
is some evidence, however, that it is gain- 
ing in significance. It is showing up in more 


and 

noti 
give 
func 
port 

The 
state 

bala 
IM 

| upo 

tal. 
tory 

mai 

to 

can 

lost. 

tent 

it is 
slow 
Fi 

anal 
capi 
asset 
in p 

shee 

turn 

and 

furt 
or h 

If 
port 
| mor 
nanc 
be) t 
its s 
applic 
thy, ‘ 
ments 

April, 

| 


1S8ac- 
ce On 
nt is 
(cur- 
from 


uring 
from 
Sale 
may 
land | 
and | 
k, As 
work- 
lance 
hown 


f the | 
sheet 
are 


ed by § 
ounts | 
vit or | 
e en- 
rking 


se are 


asses” | 


Thus, | 


it the 
most 


of ad- j 


sed to 


S, Un- | 
| 


ms for 
state- 


us ad- 


d into 
ne for 


funds | 


nd ap- 


ot be 
report. 
the 


There | 
gain: | 


n more 


Source and Application of Funds Philosophy 


and more published reports. There is a 
noticeable increase in the attention being 
given it by writers on accounting.® The 
fund change technique is gaining in im- 
portance as a tool of financial analysis. 
There is some reason to hope that the 
statement may some day rank with the 
balance sheet and income statement as a 
basic accounting report. 


IMPORTANCE OF NET WORKING CAPITAL 


It is unnecessary to dwell at great length 
upon the importance of net working capi- 
tal. It is generally agreed to be the circula- 
tory system of a business organization. Its 
maintenance is a matter of prime concern 
to management. Without it payrolls can- 
not be met, credit sources dry up, volume 
cannot be maintained, and discounts are 
lost. To keep it active and working, po- 
tential profits are often sacrificed. Lack of 
it is a major reason why going concerns 
slow up or stop. 

Financial accounting, reporting, and 
analysis have traditionally given working 
capital considerable attention. Current 
assets and liabilities are usually displayed 
in prominent positions on the balance 
sheet. Various rules, standards, ratios, and 
turnovers have been devised to measure 
and judge current position. The source and 
application of funds statement provides 
further information. It supplies an answer 
to the most fundamental question: Where 
or how was net working capital secured 
and how was it used? 

If working capital matters are this im- 
portant, perhaps they deserve an even 
more significant place in a philosophy of fi- 
nancial accounting. Perhaps the major pur- 
pose of the accounting process is (or should 
be) to keep records of working capital, and 
its sources and dispositions. 

* For a discussion of the status of the source and 
application of funds statement see: George D. McCar- 
thy, “Funds Statements Can Make Financial State- 
ments Easier to Understand,” Journal of Accountancy, 
April, 1948, 
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MANAGEMENT AS A FIDUCIARY 


Many writers on accounting matters 
have observed that the position of manage- 
ment in modern business corporations is 
closely akin to that of a trustee. While this 
may not be true in a strict legal sense, it is 
fair to say that management is in a fiduci- 
ary capacity ethically and actually. They 
stand in this relationship with the stock- . 
holders primarily, and to a lesser extent 
with creditors, employees, governmental 
agencies, potential investors, and the 
public at large. 

If this is the position that management 
occupies, it is clear that financial account- 
ing must provide, above all else, records 
that show the source of all funds provided 
to or secured by the management, and the 
disposition they have made of them. Very 
likely most accountants would agree that 
such records would constitute the mini- 
mum requisite of good accounts of a 
business undertaking. The point, however, 
is the matter of relative emphasis. Keeping 
a record of the sources and dispositions 
of funds is not merely a starting point: it 
may well be the foundation and framework 
of the whole accounting structure. In their 
necessary efforts to satisfy other needs, 
accountants should not lose sight of this 
fundamental function.’ 


MATCHING OF INCOME AND EXPENSE 


In the source and application of funds 
view of the accounting process, the prob- 
lem of periodic income determination, in- 
volving the matching of cost and revenue, 
becomes secondary. That detracts little 
from its importance, but suggests that at- 
tempts be made to handle it in the ac- 
counts and statements in a way that will 
not obscure the source-application aspect.® 

7 George O. May lists ten major uses of financial 
accounts in his book, Financial Accounting (New York: 
The Macmillan Company, 1943), p. 3. The first item on 
the list is ‘As a report of stewardship.” 


8 To some extent the source-application aspect is 
made subsidiary to the matching process by the very 
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This difficulty of the fund flow feature be- 
coming clouded by the process of matching 
income and expense occurs whenever an 
item that was not an application of funds 
during the period must be treated as an 
expense of the period. The same is true of 
anything that must be considered as in- 
come or expense reduction that was not a 
source of net working capital during the 
same period. This is merely another way of 
recalling the fact that “‘expenses”’ and “‘dis- 
bursements” are not synonymous, nor are 
“income” and “‘receipts,’’ even when dis- 
bursements and receipts are understood to 
refer to working capital rather than merely 
cash. 

There are several cases of this sort. Prob- 
ably the most important one is deprecia- 
tion. Accountants have taken great pains 
to convince everyone that depreciation is 
just as much an expense of a period as, for 
example, sales salaries. Their efforts have 
had considerable success. It is suggested, 
however, that they may have oversold the 
idea a bit. There is much to commend the 
process of attempting to charge the cost of 
an asset to the periods it benefits. Such 
treatment is the very core of conventional 
accrual accounting. That, however, is no 
reason to suggest or imply that deprecia- 
tion and similar write-offs are exactly the 
same as most other expenses. Business 
people know that such is not the case. 

In order that the matching process will 
not entirely obscure the source-application 
of funds aspect, perhaps little more can be 
done than to always present fund change 
statements along with income statements. 
Thus, when depreciation and other non- 
fund expense and income items are added 


fact of defining “funds” as working capital rather than 
as cash. In this way sales, whether collected or not, can 
be considered as a source of funds, and most costs and 
expenses, whether paid or not, as a disposition. With the 
possible exception of the inclusion of inventories in 
working capital, there is little objection to considering 
working capital as funds. The “nearness” to cash of re- 
ceivables, temporary investments, and payables gives 
excellent reason for such treatment. 


as net profit in the income statement, their 
special nature becomes apparent. Further 
clarity might be accomplished by the care- 
ful labeling of such non-fund charges and 
credits in the income statement, and by 
keeping such items separate in both the 
accounts and the statement. For example: 
do not report one amount for bond interest 
expense, but show both the amount paid 
(or accrued) and the amount of premium 
or discount written off. In non-manufac- 
turing concerns (where depreciation and 
similar charges do not become a part of the 
cost of inventories) all such non-fund items 
might be grouped together under an ap- 
propriate label.® 

Finally, in the interests of keeping both 
the source-application of funds and the 
periodic income aspects from becoming 
mutually confusing, it might be wise to 
give complete information in all affected 
statements about transactions involving 
the sale of non-current assets. For example: 
assume that a piece of equipment with a 
book value of $5,000 was sold for $6,000 
and the profit carried to the income ac- 
count. In the income statement let both 
book value and sales price be shown. In 
the fund change statement this gain will be 
subtracted from the amount of net profit 
as shown in the income statement so that 
the entire $6,000 may be shown as funds 
secured from the sale of equipment. If a 
cost is shown parenthetically at this point, 
the reader should be able to fully under- 
stand what happened. 


ASSET VALUATION IN THE ACCOUNTING 
PROCESS 


The question of whether the asset ac- 
counts should reflect costs or current 
values or replacement costs is receiving re- 
newed consideration because of the post- 


® Mr. Roland W. Funk, a colleague of the writer, 
suggests that such income statements might be so ar- 
ranged that an intermediate figure, possibly called 
“Funds provided by operations,” could be shown. 
This amount then could be the starting point in the 
source and application of funds statement. 
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war price rise. In the past those who 
favored the showing of current values 
argued that this should be done so that the 
balance sheet could be a real ‘“‘statement of 
condition.”2° A more persuasive reason is 
currently advanced. It is claimed that the 
prevailing method of calculating periodic 
income is unsuited to anything but a 
stable price level. The adoption of a con- 
cept of ‘‘economic” income is proposed. In 
this view, no net income is deemed to 
emerge unless and until there is provision 
for the maintenance of “real” or “‘eco- 
nomic” capital, in contrast to mere “‘dol- 
lar” capital. The substance of the proposal 
is that depreciation and cost of sales 
should be calculated on a replacement cost 
basis. Presumably this would require for- 
mal recognition of estimated replacement 
costs in the asset accounts. The adoption 
of such a concept at the present time would 
entail, in most cases, the recognition of ap- 
preciated asset values. 

Strong traditions oppose such proce- 
dures. Recording appreciation violates the 
principle of conservatism (in the balance 
sheet, at least) as well as the doctrine of 
realization. Accountants have been loath 
to inject any more subjectivity into their 
record keeping than was absolutely re- 
quired by the necessity of trying to match 
cost and revenue. There is a widespread 
feeling that financial records would become 
a mere collection of various opinions if the 
door were fully opened to subjective con- 
siderations. Probably most accountants 
feel that supplementary notes, schedules, 
and statements can be used to present such 
additional information. 

The answer to the question of whether 
the asset accounts should show cost or 
value is fairly obvious when the source 
and application of funds viewpoint is 
adopted. It requires cost. This can be the 

0 For elucidation of this viewpoint see: Kenneth 
MacNeal, Truth in Accounting (Philadelphia: Univer- 
sity of Pennsylvania Press, 1939), and William H. 


Whitney, “What Is A Balance Sheet?” Journal of 
Accountancy, October, 1940. 


only answer when accounting is regarded 
as essentially a process of keeping histori- 
cal records of the sources and dispositions 
of net working capital. This view places 
the emphasis on “how much” was applied 
or used to secure resources and services. 
Subsequent increases in value are not 
matters to be recorded since they do not 
represent the application or disposition 
of any additional working capital. 

This does not necessarily mean that the 
source and application of funds view of the 
accounting process is entirely incompat- 
ible with a concept of “economic income.” 
The latter has much in its favor, although 
its adoption appears unlikely. The point of 
present significance is that the calculation 
of net income, by any means, is secondary 
to the function of recording the sources 
and dispositions of funds. There is very 
little room for ‘‘values”’ in this process. 


A. SOURCE AND APPLICATION OF FUNDS 
INTERPRETATION OF THE 
BALANCE SHEET 


The balance sheet is usually regarded as 
a statement of the assets and equities of a 
business organization at a specified date. 
If it does not show appraised values and 
does not reflect the results of recapitaliza- 
tions, and “‘quasi-reorganizations,” it may 
also be viewed as a statement that shows 
the working capital of the company, the 
unamortized portion of various past ap- 
plications of funds, and the sources of 
these elements. When the source and ap- 
plication of funds philosophy of accounting 
is adopted, the balance sheet takes on the 
latter nature. If this view is accepted, a few 
modifications of conventional practice sug- 
gest themselves. While they are not es- 
sential to the acceptance of the proposed 
view of the accounting process, their adop- 
tion would make for consistency of form, 
principle, and improved emphasis. For 
reasons other than those advanced here, 
many of these changes are already making 
an appearance in published reports. 


heir 
her 
are- p 
and 
by 
the 4 
ple: 
rest 
aid 
ium 
and j 
the 
ems 
ap- 
0th 
the 
ning 
> to 
ted | 
ring 
ha 
000 
ac- | 
oth 
. In 
ll be 
rofit 
that 
inds 
If a 
| 
der- 
3 

| 


164 


The first departure from conventional 
practice that is suggested is the manner of 
showing current assets and liabilities. If 
the latter were deducted from the former, 
the difference—net working capital or net 
current assets—would receive greater em- 
phasis. This seems desirable in itself, and 
would be doubly so when comparative 
balance sheets were presented. The change 
in this item would then conveniently “‘tie 
in” with an accompanying source and ap- 
plication of funds statement. 

With two notable exceptions, the re- 
mainder of the items on the left or “debit” 
side (or portion) of the balance sheet could 
be shown and grouped in the conventional 
manner. The first of these exceptions re- 
lates to the presentation of fixed assets. In 
spite of the fact that there seem to be few, 
if any, who commend the use of the expres- 
sion “‘Reserve for Depreciation,” it is hard 
to kill. It is certainly a misleading term. It 
seems especially inappropriate to the in- 
terpretation of the balance sheet herein 
proposed. Two alternatives suggest them- 
selves: either continue to show cost and 
deduct therefrom “‘cost allocated to opera- 
tions to date”’ (or other similar expression), 
or simply show the net amount with some 
such label as ‘‘cost not allocated to opera- 
tions,” 

The other suggested departure from the 
conventional showing of debit items on 
the balance sheet relates to discount on 
bonds payable. If there is such an item it is 
usually shown as a deferred charge. This is 
sometimes defended on the grounds that it 
represents, in reality, prepaid interest. 
Many question such a reason, but include 
it anyhow for want of a better place to put 


1t This expression was used by the Caterpillar Trac- 
tor Company in the “Financial Position” statement of 
their 1946 Annual Report. Attention is called to this 
report, and the article about it by W. Blackie, “Finan- 
cial Statements for Corporate Annual Reports,” Jour- 
nal of Accountancy, March, 1947. The form and content 
of their exhibits is consistent in many important respects 
with the suggestions embodied in this discussion. Among 
other things, they show current assets and liabilities in 
the manner suggested above. 
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it. Some would deduct it from bonds pay. 
able in the fixed liability section on the 
theory that the net amount thus shown 
represents the present value of future 
principal and interest obligations. 

In the source and application of funds 
view of accounting, bond discount has no 
reality as an asset since it does not repre- 
sent any application of funds (nor the 
equivalent), past or current. This leads to 
the conclusion that bond discount is not an 
accountable item and, accordingly, has no 
place on the balance sheet. Since it is so in- 
timately connected with bonds payable, it 
will be further discussed in that connection 
in later paragraphs. 

If the balance sheet is modified to em- 
phasize the source and application of funds 
aspects, the liability and capital sections 
deserve some rephrasing and reforming. At 
the outset, the general heading “‘Liabil- 
ities” or “Liabilities and Capital”’ might be 
abandoned in favor of “Sources of Funds” 
or other similar expression. It has already 
been suggested that current liabilities be 
deducted from current assets. While such 
handling is not absolutely essential to 
the balance sheet form that is being pro- 
posed, it is consistent with the idea that 
current liabilities are negative fund ele- 
ments. 

“Funds Provided by Bondholders” (or 
Mortgage Holders) might be substituted in 
place of the heading “Fixed Liabilities.” 
In this section there could be a brief sum- 
mary of the salient features of the bond 
issue. This might include such matters as 
the dates of issue and maturity, the in- 
terest rate, and the type of security. The 
major departure from current practice, 
however, is the suggestion that the amount 
originally secured from the sale of the 


bonds be shown. If this was less than the 
face value, let the periodic amount that is | 


charged to operations to amortize the “dis- 
count” be accumulated as an addition to 
the amount originally secured from the 
sale of the bonds. This amount, increasing 
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year by year, could be labeled “Add: 
Amounts Charged to Past Operations to 
Offset Sale of Bonds at a Discount.” If the 
bonds were sold at a premium, an ever in- 
creasing amount, properly labeled, would 
be deducted. In this way the actual funds 
provided by the bond issue is always shown 
and the true nature of the charge or credit 
in the income statement is more clearly ex- 
plained. The face amount of the obliga- 
tions outstanding might be shown paren- 
thetically. 

The capital section of the balance sheet 
might have two sections: “Funds Provided 
by Stockholders”’ and ‘‘Funds Provided by 
Retained Earnings.” In the first of these 
sections the number of shares of each type 
of stock issued, along with mention of 
any special features such as voting rights, 
dividend rights, redemption rights, and par 
or stated value could be indicated. For 
each type, however, let the total amount 
originally received be shown. If any of the 
shares had been repurchased, their number 
and cost could be deducted. Here again, 
the emphasis is placed upon the amount of 
funds secured from this source (less any re- 
turned to it). Legal niceties involving such 
items as premium and discount, surplus 
from treasury stock transactions, and 
surplus from recapitalization are thus 
avoided. Fortunately, the showing of these 
things seems to be on the decline. An in- 
creasing number of balance sheets are 
being prepared with a simple, straight- 
forward showing of capital provided by 
shareholders. This seems a wholesome de- 
velopment in financial reporting under any 
philosophy of accounts. 

The section, “Funds Provided by Re- 
tained (or Undistributed) Earnings,” need 
contain nothing more than that amount 
opposite the suggested designation. It is 
felt, however, that the philosophy espoused 
would be better served if the total earnings 
irom the inception of the concern to the 
date of the balance sheet were shown, and 
irom this the total dividends declared to 
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date, deducted. In this way both a major 
source and an important application of 
funds would be shown. It would provide a 
comprehensive view of the fortunes of the 
undertaking from its inception (which 
date should, of course, be indicated). 

In the last section neither the words 
“surplus” nor “reserve” would appear. 
That feature alone should warrant the 
adoption of the form proposed. As will be 
suggested in the next section, it is debat- 
able whether the “appropriation” of sur- 
plus is an accountable event. If the direc- 
tors of a corporation feel compelled to 
advise stockholders and others that they 
cannot or do not intend to distribute all 
past earnings as dividends, they may say 
so in a footnote. The source and applica- 
tion of funds record need not be cluttered 
up with such matters. 

A few words may be added regarding 
the title of the statement. A number of 
companies are dropping the expression 
“Balance Sheet”’ in favor of such headings 
as “Financial Position,” ‘Financial Con- 
dition,” or ‘Statement of Condition.” It 
is debatable whether statements prepared 
according to conventional principles ac- 
tually deserve to be called any of these 
things. A statement prepared in the form 
just proposed does not embrace a value 
concept and could not be termed a ‘‘State- 
ment of Condition.” For that reason, no 
change in title is suggested. The term 
‘Balance Sheet”’ is acceptable. It has been 
generally devoid, in the past, of any im- 
plication of current values. It is compati- 
ble with the form proposed since it draws 
attention to the balance or equality of 
funds secured and applied. 

It should be reiterated that the changes 
suggested are consistent with, but not es- 
sential to, the source and application of 
funds philosophy. Balance sheets of the 
conventional (or other) type may be scru- 
tinized from this viewpoint. Their sus- 
ceptibility to this type of interpretation 
affords one measure of their quality. 
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A SOURCE AND APPLICATION OF FUNDS 
THEORY OF DOUBLE ENTRY 


The source and application of funds 
view of financial accounting can be ex- 
tended to embrace the bookkeeping proc- 
ess of debit and credit. A theory of double 
entry bookkeeping can be developed that 
is consistent with the general philosophy 
of accounting and reporting that has been 
suggested. The extension of this viewpoint 
to the mechanics of bookkeeping is op- 
tional. Since double entry is so widely 
used, however, a discussion of debits and 
credits as expressions of applications and 
sources of funds is included. 

Cole, in his early text, explained book- 
keeping entries in somewhat this way, al- 
though he did not include the working 
capital fund concept. In summarizing a 
chapter on Debit and Credit he states: 
“Double entry, then, means not that each 
transaction is entered twice, but only that 
each transaction is entered from a double 
point of view—cause and effect, or source 
and destination.” This approach to the 
subject did not become popular. Instead 
it has become common practice to explain 
debits and credits as basically a mechanism 
for recording increases and decreases in 
asset, liability, and capital elements—the 
“real” accounts. Income and expense are 
termed “nominal” elements and treated 
as partial explanations of net worth 
changes. Possible the essential significance 
of the accounting process might be clarified 
by a shift to a source-application of funds 
concept of double entry. 

The source and application of funds 
theory of debit and credit may be de- 
veloped along the following lines: As a 
starting point assume that the only pur- 
pose of financial accounting is to keep a 
record of working capital. Accordingly only 
transactions and events involving current 


2 Accounts; Their Construction and Inter pretation 
(Boston: Houghton Mifflin Company, 1908), p. 14. 
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assets and/or current liabilities will be re- 
corded. As has been indicated, there js 
some reason to question the logical valid- 
ity of the inclusion of inventories as cur- 
rent assets. Since their status is so firmly 
sanctioned by custom, however, no change 
is here suggested. The working capital 
fund will be considered to include cash, 
notes and accounts receivable (including 
accrued receivables), temporary invest- 
ments, and inventories as current assets; 
and notes and accounts payable (including 
accrued payables), and advances by cus- 
tomers as current liabilities.% Since prac- 
tice is not uniform with respect to prepaid 
expenses, they are excluded. 

Every transaction or event involving 
the working capital fund or any of its 
elements is considered to have two phases: 
a source aspect and an application aspect. 
For example: if net working capital is in- 
creased as the result of some explicit trans- 
action or due to the accrual of a current 
asset, the reason for such increase is the 
source, and the increase of the net working 
capital iund itself is the application. Com- 
mon reasons (sources) include the sale of 
assets, stock, or bonds, as well as income 
from services rendered. A decrease in the 
working capital fund itself is also a source. 
The funds so secured might be used to 
acquire some non-current assct or some 
service, or to retire long term debt, or 
make payment to shareholders. The de- 
crease might be due to a loss in the value 
of a current asset item, or to the accrual 
of a current liability. The reason, what- 
ever it is, is the application aspect. 

The recognition of sources and applica- 
tions or dispositions of working capital 
seems easily understandable. It is not s0 
obvious that an increase in net working 
capital is an application of funds, while a 
decrease is a source. However, if the work- 

13 Accruals, both receivable and payable, are consid- 
ered at this point because they are legitimate working 


capital components; not because of their significance in 
the income determination process. 
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curred in transactions that did not involve 
any working capital component. An ex- 
ample is the fairly frequent situation 
wherein a corporation acquires non-cur- 
rent assets in exchange for its own stock or 
long term obligations. Another case is the 
exchange of non-current assets for other 
non-current Cer- 
tainly such events deserve accounting 
recognition. 

In order that these transactions may be 
included within the framework of the 
theory being developed, it is necessary to 
resort to a pretense. It must be pretended 
that the assets parted with, or stock, mort- 
gage, or bonds issued were sold for a “cash 
equivalent” and that this was used at the 
same moment to acquire the non-current 


assets or for services. 


“Tt is suggested by implication that the inventory 
accounts are kept on a “perpetual” basis. The exposition 
is simplified by this treatment, though the concepts sug- 
gested are entirely compatible with the “periodic” 
treatment of inventories. 


ind Application of Funds Philosopha 
PI 


assets or services received. Thus, a single 
transaction is regarded as two events with 
offsetting effects on the working capital 
fund. 

This pretense has some justification. The 
transaction may be, in fact, very close to 
what was pretended. Of more importance 
however, is the thought that such a record 
can be valid only if the amounts recorded 
represent a price at which they reasonably 
might have “gone through” working capi- 
tal. That, of course, is merely restating the 
rule that requires the valuation of items 
acquired in an exchange at their fair 
market value (the “cash equivalent” of a 
“bargained price’). 

To reflect the source and applications 
aspects of every transaction or event in 
the ledger accounts, sources will be credits 
and applications will be debits. Stated in 
more formal fashion: An entry called a 
“credit” will be made in the night or credit 
column of an account whose title indicates 
where or how the funds (or their equiva- 
lent) involved in the transaction or event 
were secured. An entry, of an equal 
amount, called a “‘debit” will be made in 
the left or debit column of an account 
whose title indicates the application or 
disposition of the funds (or their equiva- 
lent) involved in the transaction or event. 

In the majority of cases, the practical 
application of these rules would result in 
entries identical to those made when the 
conventional rules of debit and credit are 
followed. In a few instances this would not 
be true. For example, if stock or bonds 
were sold at a premium or discount, only 
the amount received would be credited to 
the bonds payable or capital stock ac- 
counts. Such treatment makes for clarity 
and simplicity. 

Since it is helpful in many cases to have 
a record of the gross source and applica- 
tion of funds, it is advisable to consider 
that certain transactions are really a pair 
of concurrent events (even if net working 


iding 
4 
prac- 
paid 
lving 
its 
lasses: 
pect. 
rans- 
irrent 
king 
Com- | / 
ale of 
1come 
n the 
yurce. | 
ed to | 
some 
re de- | 
value | 
ccrual | 
what- 
plica- 
apital 
not so 
| 


168 The Accounting Review 


capital is involved). Practical necessities 
often require such treatment. A notable 
case of this sort is the sale of merchandise. 
Such a transaction is best understood as a 
debit to cash or accounts receivable (the 
application of funds received), and a credit 
to sales (the source) at the sales price, and 
a debit to cost of goods sold (the applica- 
tion) with a credit to merchandise in- 
ventory (the source) at cost price. Sales of 
assets other than merchandise might be 
handled in similar fashion. 

When the end of a period is reached 
both current assets and current liabilities 
would be adjusted to reflect accrued items. 
While the process of making such adjust- 
ments is usually considered as being re- 
quired primarily for the sake of making a 
correct calculation of net income, it is just 
as much a process of correctly stating cur- 
rent assets and liabilities as of a certain 
date. Since these accrued items are com- 
ponents of the working capital fund, they 
may be recorded according to the rules of 
debit and credit just suggested. It does 
not matter that such debits and credits 
are a type of “adjusting” in contrast to 
“transaction” entries; both are source and 
application of funds entries. 

A trial balance taken after these entries 
have been made would show the correct 
amount of current assets and current lia- 
bilities, and a number of other accounts 
whose balances, if credits, would represent 
sources of working capital and, if debits, 
the applications. It is to be expected that 
all of the working capital accounts would 
contain both debits and credits. The cur- 
rent assets would have debit balances 
since they constitute applications, while 
the current liabilities would have credit 
balances inasmuch as they represent 
sources within the fund itself. Outside of 
the working capital group the accounts 
with debit balances would probably in- 
clude such things as permanent invest- 
ments, fixed assets, dividends declared, 


and certain types of expenses. The ar. 
counts with credit balances would ip- 
clude fixed liabilities, capital stock, and 
certain types of income. At this point 
there would be no expense or income ac- 
counts of the “write-off” or “amortized” 
charge or credit type. They do not come 
into use until a determination of periodic 
income is attempted. 

The view of the double entry process 
that has been suggested has made but in- 
cidental distinction between assets, liabil- 
ities, capital, income, and expense. The 
fundamental distinction between  ele- 
ments of transactions (and working capi- 
tal component accruals), as well as between 
the various accounts, has been the source 
and application aspect. It is only when a 
calculation of periodic income is under- 
taken that the distinction between assets 
and expenses and liabilities, capital, and 
income becomes significant. 

In the source and application of funds 
view of the accounting bookkeeping proc- 
ess, the determination of net income (ac- 
cording to “accepted” standards) con- 
sists of deciding which and how much of 
the accounts with credit balances (sources) 
are to be considered income of the period, 
and which and how much of the debit 
balance accounts (applications) are to be 
considered as expenses. In general, such 
decisions are based upon conventional 
rules. The source elements where no 
further obligation of any sort exists, and 
which do not represent stockholders’ con- 
tributions nor past undistributed earnings, 
may be considered as current income. Ap- 
plications must be classified as between 
those that represent resources or values 
secured that will benefit the future, and 
those that may be considered to have ex- 
pired. The “expired applications” that 
were not distributions to stockholders are 
expenses. Some of the applications are a 
mixture (depreciable fixed assets, for ex- 
ample). Sometimes some of the source 
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elements are mixed (for example: revenue 
received but only partially earned). 

In the accounts proper, the profit de- 
termination process consists of removing— 
by offsetting debits or credits—all or por- 
tions of those source account balances that 
may properly be considered as current in- 
come, and all or portions of those applica- 
tion account balances that are current ex- 
maintain the arithmetical 
equality of debits and credits the removed 
amounts of source and application ele- 
ments will be credited and debited to a 
summarizing account—perhaps several in 
some orderly sequence, but with the net 
effect showing up in a “summary income” 
account. As a last step the application ac- 
count showing dividends declared would 
be closed to this account, and the balance 
of it, in turn, carried to surplus or undis- 
tributed earnings. 

In the process of offsetting or removing 
all portions of the affected accounts there 
is no objection to using “offset” or “valu- 
ation” accounts. Neither is there serious 
objection to first setting up in separate 
accounts the “expired” portion of certain 
applications, or the income element of 
certain sources, and then closing these out 
to the summarizing accounts. It is to be 
noted, however, that the debits and credits 
made in all of these adjusting and closing 
operations (not including the accrual of 
current assets and liabilities) are purely 
mechanical. Such entries are used merely 
to add and subtract. They, unlike the 
transaction and accrual entries, cannot be 
invested with any application or source 


penses.”° To 


manner that has been suggested, special handling is re- 
quired to include a write-off of the discount in the 
income calculation. A charge to income would be offset 
y a credit to some appropriately labeled account; 
perhaps “Discount Charged to Operations.” As was 
suggested earlier, the balance of this latter account 
would be added to the bonds payable item on the bal- 
ance sheet. The “Discount Charged to Operations” 
account is unique. It is neither a source nor a deduction 
irom an application. It is merely a credit account that 
accumulates as a result of charges to operations that 
were never applications. 


significance. To try to attribute such 
qualities to them gives rise to needless 
confusion. If it is attempted it will result 
in such an anomaly as trying to consider 
a depreciation write-off credit to a fixed 
asset, or its valuation account, as a “source 
of funds.’ 

If the real significance of debits and 
credits (apart from those made to sum- 
marize and close certain accounts) is their 
application and source of funds meaning, 
certain things that are sometimes recorded 
in the formal accounts would seem to have 
no place. Recording asset appreciation is 
such a case. Another is the “setting up” of 
surplus reserves. Such debits and credits 
are not mechanical entries to summarize 
or close certain accounts, and to consider 
that they represent sources and applica- 
tions of funds requires a very flexible 
imagination. 


SUMMARY 


Financial accounting can be regarded as 
essentially a process of keeping historical 
records of financial stewardship. Since 
working capital is such an important mat- 
ter, the records should be maintained and 
various statements prepared in a manner 
that will not obscure the movement of 
working capital funds. The calculation of 
periodic income is a secondary function. 

This viewpoint leads to what may be 
termed a source and application of funds 
concept or philosophy of financial ac- 
counting. It involves nothing essentially 
new except a shift of emphasis. Most of 


16 One of the objections to the inclusion of inven- 
tories as a part of “funds” becomes apparent when the 
inventory includes items whose cost includes deprecia- 
tion. If the increase in any current asset represents an 
application to the working capital fund, there must 
have been a source within or outside of the fund. The 
depreciation element was not secured within the fund. 
In a sense it represents the conversion of a fixed asset 
into a current asset. Thus, the credit to the fixed asset, 
or its offset account, was a source. Such reasoning, 
however, is unconvincing: depreciation is generally 
considered not to be a source of funds. The problem 
would not exist if inventories were excluded as a fund 
element. 
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the current principles and practices can be 
regarded in this light. An unqualified 
adoption of this viewpoint suggests some 
modifications of current practice. Both the 
income statement and the balance sheet 
may be restated to emphasize the fund 
chagge, or fund flow, aspect of business 
undertakings. The source and application 
of funds statement itself gains in signifi- 
cance. 

The double entry bookkeeping process 
may be invested with a source-application 
meaning. Debits (apart from those made 
in the income summarizing process) can be 
interpreted as expressions of applications 
of funds, and credits (with the same quali- 


fication), as sources. It this is done, certain 
matters that are sometimes formally re- 
corded would not be recognized in the ac- 
counts proper. 

The source-application of funds view- 
point narrows.the gulf between accounting 
for business organizations and for non- 
business undertakings, as well as for 
fiduciaries. 

Without adopting or accepting all of the 
possible variations of existing practice that 
have been suggested, the source and appli- 
cation of funds philosophy may be used 
as merely one measure or standard by 
which accounting principles and practices, 
existing and proposed, may be evaluated. 
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A CONTROLLER’S CONCEPTION OF A 
MODERN ANNUAL REPORT 


Joun C. 


ship Foundation to ascertain the 

public’s acceptance of the facts and 
figures of business accounting disclosed 
three facts. First, the public has a grossly 
erroneous estimate of profits made by the 
manufacturers (forty per cent queried 
stated a rate of twenty-five per cent or 
more). Second, a large portion of the public 
does not understand much of the termi- 
nology used in financial statements of the 
past years. Third, a substantial percentage 
of the public distrusts the accuracy of the 
figures used in the reports, in spite of certi- 
fications by reputable public accountants 
and requirements of state and federal 
laws. Hence, top managements, the con- 
trollers, the public accountants, the edu- 
cators, the American Institute of Account- 
ants, and the Controller’s Institute of 
America have a tremendous responsibility 
and an opportunity during the next five 
years to make the corporate annual report 
the keystone or media of communication 
to correct public and employee concepts of 
American business. Possibly, the progres- 
sive controller and top management of the 
manufacturing companies must take the 
initiative in this matter because the pri- 
mary responsibility for the preparation of 
the financial statements depends upon the 
corporate management. This is permitted 
by the American Institute of Account- 
ants.' The public accountant, however, 
should suggest and encourage the new 
trends toward modern, simplified or more 
readable financial statements as long as 
they are in accord with accepted account- 
ing principles. Since the American Insti- 
tute of Accountants, through its articles 


RECENT SURVEY by the Controller-] 


‘ American Institute of Accountants, Examination 
of Financial Statements, 1936, pp. 4-5. 


GRACE 


and research bulletins, largely establish 
the accepted accounting principles, it 
should accept this new challenge to pro- 
mote, to suggest, to encourage these new 
uses of informative and simplified form 
and terminology. Yes, it should even ap- 
prove or suggest a model form? of a balance 
sheet, statement of income and earned sur- 
plus (using the improved terminology, of 
course), and other parts of a complete an- 
nual report. This same challenge could 
also well be accepted by the Controllex’s 
Institute of America. In justice to both of 
these bodies, they are proving by their 
numerous articles in their respective maga- 
zines, the Journal and the Controller, that 
they are encouraging these new trends. The 
suggested model report would be a very 
progressive step by either body and I be- 
lieve they should urge their members to 
participate more willingly in these trends 


TRENDS IN GOOD ANNUAL REPORTS 


Formerly, the stockholders and bankers 
were the principal recipients of the pub- 
lished annual corporate report. Now the 
audience is recognized as including the 
following additional groups: (1) the gen- 
eral public; (2) the customers who buy our 
products; (3) the employees whose coop- 
eration we need for cost control and profit 
planning; (4) the labor unions whose co- 
operation is also needed for satisfactory 
profit figures; (5) the investment analysts 
whose favorable analysis is needed for suc- 
cessful financing; (6) government ex- 
aminers who use the report to assist or to 
substantiate findings of their audits; and 
(7) creditors, both trade creditors and 
bondholders. Of course it is understood 


2 The last one was in the 1936 Bulletin. 
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that top management has a separate and 
more complete financial report than the 
more or less condensed published report, 
although the principal statements, such as 
the balance sheet and the statement of net 
income, might well be the same. 

The objective of an annual report was 

so ably stated by Alfred P. Sloan, Jr., 
Chairman of the Board, General Motors 
Corporation, in his introduction to his 
Annual Report at December 31, 1946, that 
it is repeated here: 
“The purpose of the annual report is to record for 
the information of the stockholders the more im- 
portant transactions of the business and such 
economic events of the year as have been conse- 
quential in influencing its course. In the agre- 
gate, the annual reports serve as an historical rec- 
ord over the passing years. But indirectly, they 
also appraise the effectiveness of management in 
discharging its responsibility to the stockholders, 
and, more particularly as applied to the larger 
units of business, its responsibility to the economy 
as a whole. It is recognized, however, that such an 
appraisal cannot be made in the abstract solely on 
the basis of the related facts. Consideration must 
be given to the prevailing field of opportunity in 
which the particular business operates as well as 
to the economic circumstances governing enter- 
prise in general.” 


However, financial reports, particularly 
technical terminology and figures, are dif- 
ficult to understand. These reports should 
be written as a simple, readable exposition 
i.e., simple fact-giving language under- 
standable by a large potential audience of 
average American schooling. Therefore, 
the recent tendency to achieve readers’ 
interest by the use of glossy paper, four- 
color charts, pretty type and pictures, and 
fancy covers of plants and products will 
go for naught if clear language is not used 
to gain reader understanding. 

The new trends in accounting termi- 
nology and form, as revealed in numerous 
1946 corporate reports, for instance, 
Caterpillar Tractor Company, Interna- 
tional Harvester Company, United States 
Steel Corporation, and Jewel Tea Com- 


pany, were the most significant changes in 
statement presentation in recent years. 
Reports for the year 1948 will reflect more 
of these trends toward additional disclo- 
sure of facts, improved techniques and 
form, readable and purposeful reports, and 
a further acceptance of the corporate re- 
port as a good public relations document. 
Several excellent and stimulating articles 
in 1947 and 1948 have done much to assure 
this fact by challenging the dormant 
powers for improved reporting-writing of 
progressive accountants everywhere.’ 


REQUIREMENTS OF AN ANNUAL REPORT 


Conclusions regarding desirable trends 
in reporting practices and requirements 
for adequate annual reports are tentatively 
advanced as follows: 


1. Disclosure of Additional Facts 


(a) More data about capital expenditures, em- 
ployee insurance and pension plans, com- 
pany’s relations with labor unions, and the 
qualifications of company officers and di- 
rectors; 

(b) Information regarding company’s efforts 

to improve employees’ skills, to foster 

guaranteed wage plans; 

Comparison of current year’s separated 

payroll with prior year or years; 

Breakdown of amounts expended for raw 

materials, supplies, labor, and other major 

expenses usually combined in a meaning- 
less caption; 

(e) Comparative balance sheets, statements of 
income, source and disposition of net 
current assets, and analysis of property 
accounts for periods of ten years or more 
(possibly best single example is the annual 
report of Caterpillar Tractor Company); 

(f) Interpretative ratios on comparative state- 
ments, 


(c 
(d 


3 See particularly William Blackie, ‘Financial State- 
ments for Corporate Annual Reports,” Journal of 
Accountancy, March, 1947; Aubrey Williams, “Trends 
in Accounting Terminology and Form Revealed by 
1946 Corporate Reports,” Journal of Accountancy, 
October, 1947; Don Knowlton, “Financial Statements 
need not be Failures as Public Relations Tools,” 
Journal of Accountancy, November, 1947; Christian 
E. Jarchow, “Trends in Annual Reporting,” Controller. 
September 1947. 
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2. Improved Techniques 


(a) 


(b 


Greater effort to make report more read- 
able, purposeful and attractive by simple 
fact-giving language, by use of colors, by 
charts and graphs, and not too much text; 
Use of first page of text for summary pres- 
entation of high spots of the report; 

Use of improved and simplified terminol- 
ogy and form of the new single-step state- 
ment of financial condition and statement 
of operating results. Choice is often opin- 
ionated. 


3. Improved Form of Financial Statements 


(a) 


The improved form of the balance sheet is 
no longer based on the old equation: 
assets equal liabilities plus capital; be- 
cause it now uses the more readily grasped 
and purposeful equation: current assets 
minus current liabilities equals net working 
capital plus investments plus property and 
other assets minus fixed liabilities equals 
stockholders equity; or more simply, assets 
minus liabilities equals net assets in which 
capital was invested. See Exhibit I for an 
example of this type of statement. 

The improved single-step form of a state- 
ment of income and expense must furnish 
the additional facts needed by its readers 
and also strive for simplicity in design by 
avoiding useless sub-totals and balances. 
This type requires all the items of income 
to be grouped together and all the costs of 
doing business to be grouped together and 
the latter deducted from the former total 
to give in a single step the net income for 
the period. However, some advocates of 
this type may not wish to go all the way, 
so an extra step is taken, for instance, to 
show net income before federal income tax, 
which does not interfere with the main 
idea. See Exhibit II for an example of this 
latter type of statement. 

The improved form of a source and dis- 
position of net current assets or net work- 
ing capital is shown in Exhibit ITI. 


4. Suggested Outline for a Modern Annual Re- 
port 


(a) 
(b 


(c) 


The entire report should not be too long 
—no report should exceed 20 pages. 
Outside cover page should be kept dis- 
tinctive and attractive by use of artwork 
and colors. 

Inside cover page should reveal list of 
directors and officers, preferably with pic- 
tures or brief statement of age, training 
and experience. 


(d) The text of the report should be a brief 
(first page a summary of high spots of 
report), simple exposition of the activities 
of the year and full use of color charts and 
graphs and fact-giving picture-words 
should be used to convey the story about 
the financial results of the fiscal year and 
other pertinent data on labor union rela- 
tions, employee plans, future outlook to- 
ward sales and expansion in view of its 
position in its industry and the national 
economy. Try to avoid a lengthy text and 
keep within ten pages. 

(e) Two pages should be devoted to a state- 
ment of financial condition of the type 
suggested by Exhibit I. 

(f) One page should be used for a statement of 
results of operations and summary of net 
income retained in the business of the 
type suggested by Exhibit IT. 

(g) One page should be used to explain the 

source and disposition of net working capi- 

tal of the improved type suggested by 

Exhibit III. 

The public accountant’s audit certificate 

should come next as an affirmation of the 

accuracy of the figures in the report and 
presentation of statements based on ac- 
cepted accounting principles. 

(i) The next two pages should show a five- 
or ten-year comparative statement of 
financial condition. 

(j) The next two pages should show a com- 
parative five or ten-year statement of re- 
sults of operations and summary of net 
income retained in the business. 

(k) The above statements should use analyti- 
cal ratios adequately for ready interpre- 
tation. 

(1) One page should reveal a statement of de- 
tail of the property accounts, showing 
cost, depreciation, and book value with 
footnotes regarding insurable or replace- 
ment values based on reputable apprais- 
als. 

(m) Institutional advertising on plants, num- 
ber of employees, and products should go 
on inside and outside of back cover. 


A completely styled report should embrace 
all of the points mentioned above; and the 
minimum requirements for an annual re- 
port should include only the above Exhibit 
I and II with a distinctive cover explaining 
location of plants and types of products 
manufactured. 
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EXHIBIT I 
MAREMONT AUTOMOTIVE PRODUCTS, INC. 
STATEMENT OF FINANCIAL CONDITION 
Net Assets in which Capital Was Invested 


CurRRENT ASSETS 


Accounts receivable (See Note No. 1)— 

Inventories (Valued at lower of cost or market)— 

Manufacturing supplies, coal, etc.................. 

U. S. Government Refund Tax Claims (See Note No. 2)...............22 00000 


TOTAL CURRENT ASSETS............. 
Depuct—CurRrENT LIABILITIES: 
Accrued liabilities— 
Other federal and state taxes.................... 
Other accrued liabilities......... 


169,527 


Cost: 
Lress—Reserves for depreciation and 


Depuct—DEBENTURE Bonps: 
4% Sinking Fund Debentures, due 12/1/60......................... 
Less Sinking fund assets (See Note 3)... 


4% Sinking Fund Debentures, due 
Luss Sinking fund assets (See Note 15,000 


Net ASSETS IN WHICH CAPITAL WAS INVESTED (Net worth)....................4- 


INDEPENDENT AUDITORS’ REPORT 
To the Board of Directors op MAREMONT AUTOMOTIVE PRODUCTS, INC. 


$ 911,863 
$1,529,805 
162,608 1,692,413 
$1,268, 193 
1,135,973 
210,393 2,614,559 
62,440 
35,378 
121,680 
86,957 
3,900 
$5,529,190 
$ 620,991 
1,080,636 
21,000 
1,722,627 
$3, 806, 563 
$1,656,057 
723,280 
$ 932,777 
151,630 1,084,407 
10,000 
53,430 
90,533 
$5,044,933 
$ 815,000 
485,000 1,300,000 
$3,744,933 


We have examined the statement of financial condition of Maremont Automotive Products, Inc., as of Septem- 
ber 30, 1948, and the statement of results of operations and summary of net income retained in the business for the 
fiscal year then ended, have reviewed the system of internal control and the accounting procedures of the company 
and, without making a detailed audit of the transactions, have examined or tested accounting records of the com- 
pany and other supporting evidence, by methods and to the extent we deemed appropriate. Our examination was 
made in accordance with generally accepted auditing standards and included all procedures which we considered 


necessary in the circumstances. 
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MAREMONT AUTOMOTIVE PRODUCTS, INC. 


—At SEPTEMBER 30, 1948 


Sources from which Capital Was Obtained 


ComMON STOCK: 
Authorized 200,000 shares, par value $1.00 


Issued and outstanding 120,000 shares............ 
Paw-mn (Paid in premium over par value)..... 
Net INcOME RETAINED FOR USE IN Business (Exhibit II)....................... 


Footnotes: 
1. RESERVE FOR DEBTs: 


The regular trade accounts are 93% current. No Reserve has been provided for 
Bad Debts, as the past experience indicates that no such reserve is necessary. 


2. CONTINGENT ASSETS: 


The company has pending claims for refund of federal excess profits taxes under 
Section 722 relief provisions of the Internal Revenue Code. Hearings have been 
held, but the amount which may be refunded to us is not determinable at this 


time. 
3. DEBENTURE BonpS—SINKING FuND 
INSTALLMENT REQUIREMENTS: 


Under the provisions relating to the debenture bonds, due December 1, 1960, and 
August 1, 1962, the additional sinking fund installments required to be made 
within 120 days from September 30, 1948 is $40,000 for the debenture bonds 
due December 1, 1960, and $133,868 for the debenture bonds due August 1, 1962. 


ConTINGENT LIABILITY: 


The Company is a guarantor of notes payable in the amount of $333,750, issued 


by an associated company. 


CAPITAL INVESTED (Net worth)................ 


Chicago, Illinois, November 12, 1948. 


ILLUSTRATIONS OF STATEMENTS 


The illustrated form for a statement of 
fnancial condition or position could not be 
called a balance sheet in spite of the wide 
acceptance of this term due to the radical 
changes in form and terminology; the 
choice is between financial condition and 
positton. In keeping with the conventional 
concept of a balance sheet as a static pic- 
ture of the financial condition of a com- 
pany at a given time, the word condition 
seems to connote a more final break-off 
point than does the word position. Hence 
Exhibit I is named the Statement of Finan- 
cial Condition. Since the pattern of this 
type of a statement resolves itself into the 
net assets, the top center caption and the 
bottom balance (net assets) are entitled: 
net assets in which capital was invested. 
This type of a statement, naturally, elimi- 
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Independent Auditors’ Report (Continued) 

In our opinion, the accompanying statement of financial condition and related statement of results of operations 
and summary of net income retained in the business present fairly the position of Maremont Automotive Products, 
Inc., at September 30, 1948, and the results of its operations for the fiscal year then ended, in conformity with 
generally accepted accounting principles applied on a basis consistent with that of the preceding year. 


GRAY, HUNTER, STENN & CO. 
Certified Public Accountants 


nates showing the total assets, but it is 
readily obtainable by a quick mental or 
side computation. It does spotlight the 
more important figure of net working capi- 
tal, an amount of prime importance to top 
management, grantors of credit, and in- 
vestors. It is to be noted that two pages 
are used for Exhibit I to permit a division 
of the statement into two sections. The 
second section at the top is called sources 
from which capital was obtained and at the 
bottom the side caption is entitled total 
capital invested to denote the total stock- 
holders’ equity, thereby averting any con- 
fusion regarding the scope of sources from 
which capital was obtained. The open space 
of this second section, after use of de- 
tailed showing of the elements of the 
stockholders’ equity which includes the 
cross reference to Exhibit II, namely, net 
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EXHIBIT II 
MAREMONT AUTOMOTIVE PRODUCTS, INC. 


RESULTS OF OPERATIONS AND SUMMARY OF NET INcOME RETAINED IN THE BUSINESS 
For the Years Ended September 30, 1948, 1947, and 1946. 


Fiscal years ended September 30, 
Amounts % to Total Income 


1946 


1948 1947 1946 1948 1947 
Tora INcoME, including Net Sales and 
non-operating income............. $14,270,570 $12,700,881 $8,117,995 100.0% 100.0% 100.0% 
Cost or Dornc BusINEss: 
Inventories brought forward from 
NEE? $ 2,076,175 $ 1,599,172 $1,021,834 14.5% 12.6% 12.6% 
Cost incurred during year—Raw 
materials and supplies.......... 6,143,605 5,856,426 3,666,082 43.1 46.1 45.2 
Total Salaries, Wages, Social Secur- 
ity and Insurance Benefits....... 4,982 ,063 4,666,517 3,130,972 34.9 36.7 38.5 
Sundry other operating expenses, 
such as perishable tools, deprecia- 
tion, advertising etc............. 1,610,746 1,406,086 1,209,508 11.3 te | 14.9 
Other non-operating expenses, such 
as interest paid, etc............. 78,144 60 ,890 104,398 5 a ee 
$14,890,733 $13,589,091 $9,132,794 104.3% 107.0% 112.5% 
Depuct—Inventories carried for- 
ward to next year.............. 2,404, 166 2,076,175 1,599,172 16.8 16.4 19.7 
Costs ALLOCATED TO YEAR........ $12,486,567 $11,512,916 $7,533,622 87.5% 90.6% 92.8% 
Net IncoME BEFORE FEDERAL IN- 
COME TAXES. . $ 1,784,003 $ 1,187,965 $ 584,373 12.5% 9.4% 7.2% 
Depuct—Federal Income Taxes..... 668 ,052 451,595 224,224 4.7 3.6 2.8 
Net INCOME FOR YEAR........... $ 1,115,951 $ 736,370 $ 360,149 7.8% 5.8% 4.4% 
App—Net income for the past years 
retained in the business........... 2,049 ,974 1,403,604 1,085,455 
$ 3,165,925 $ 2,139 974 $1,445,604 
Depuct—Dividends paid............ $ 120,000 $ 90,000 $ 42,000 8% 7% 5% 
Final write-off plant moving expenses 53,992 — -— 
$ 173,992 $ 90,000 $ 42,000 
Net Income RETAINED IN BUSINESS 
SINCE INCORPORATION............. $ 2,991,933 $ 2,049,974 $1,403,604 


income retained for use in business from in- 
corporation, is used for various necessary 
and explanatory footnotes of the state- 
ment. 

Incidentally, the writer is cognizant of 
the violation of Accounting Research 
Bulletin No. 30, which excludes from cur- 
rent assets the included item in Exhibit I 
of cash surrender value of life insurance 
($32,087) on officers’ policies. There may 
be extenuating circumstances which re- 
quire this item to be shown among the 


current assets. Possibly for a going con- 
cern concept the exclusion may de-em- 
phasize liquidation values and emphasize 
intent too much; certainly some manage- 
ments and bankers desire the item to be 
shown as current. 

The selection of the title for Exhibit Il, 
namely, Results of Operations and Sum- 
mary of Net Income Retained in the Busi- 
ness, was a natural and logical outcome of 
an attempt to describe the events of the 
moving picture of the fiscal year’s activi- 
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EXHIBIT III 
MAREMONT AUTOMOTIVE PRODUCTS, INC. 


COMPARATIVE SUMMARY OF FINANCIAL OPERATIONS 
For Years Ended September 30, 1948 and 1947 


ApprTtIoNns TO WORKING CAPITAL: 


177 


Year ended September 30, 
1948 1947 
$1,115,951 $ 736,370 


App—Depreciation of building, machinery and equipment..................... 105, 740 86, 012 
Issue of 4% debentures, due August 1, 1962... 500,000 
DEDUCTIONS FROM WORKING CAPITAL: 
Additions to leased property improvements..................cceeececceescees 15,337 800 
Additions to office furniture and 13,678 31,016 
Tuts INCREASE Is ACCOUNTED FOR AS FOLLOWS: 
IncREASE/(decrease) in current assets: 
Cash surrender value of life insurance 3,291 3,097 
Less—Increase/(decrease) in current liabilities: 


ties. To make this statement more inform- 


ative, it was inevitable to combine the in- 
come and cost elements into separate 
groups and deduct one from the other to 
arrive at the net income. The former di- 
vision of the cost elements into several 
possible meaningless sub-totals of profit is 
discontinued by this improved type of 
income and expense statement; all of the 
elements are necessary for the operation of 
the business. Hence, all of the costs of 
doing business (See Exhibit II) are 
grouped together and separated to give 


the comparative amounts on the pertinent 
expense subgroups of accounts as shown. 
No separate amount was shown in Exhibit 
II for depreciation (See Exhibit III), be- 
cause the amount is fairly inconsequential 
($82,609), otherwise it should be shown. 
The single-step concept was changed 
slightly to permit the showing of Net In- 
come before federal income taxes, because 
it is desired by our top management and 
bankers for the following obvious reasons: 
(1) management has no control over the 
income tax rate and hence the net income 
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figure which denotes their managerial ef- 
ficiency must be shown before federal in- 
come taxes; (2) similarly, for five- or ten- 
year trend comparisons of the net income, 
the provision for federal income tax would 
have to be excluded due to varying rates 
over a cycle period; (3) while federal in- 
come taxes are obligatory payments, it is 
not the prime objective of doing business 
so top management and grantors of credit 
need to know the net income before fed- 
eral income taxes; (4) federal income taxes 
are not usable for the determination of 
costs or prices of products. It is to be con- 
ceded, however, for the stockholder the 
resulting figure, met income for year, is the 
amount which determines, largely, the 
size of his dividend. To this net income 
amount is then added the net income for 
past years retained in the business, and 
deducted the dividends declared during 
the year to give met income retained in 
business from incorporation, which is the 
cross reference figure to Exhibit I. 
Exhibit III has been mentioned previ- 


ously. The statement is largely self- 
explanatory in this new elaborated form. 


CONCLUSION 


The accountant is also confronted with 
the possibility that over-simplification of 
financial statements might easily result in 
confusion rather than clarity. Hence, im- 
provements in financial statements and 
annual reports may well be the result of 
trial and error and certainly requires the 
exercise of good judgement and knowledge 
if continued improvement is to be had; 
innovations for innovation’s sake are not 
satisfactory. Therefore, the controller and 
the public accountant are presented with 
a continuous challenge and grave respon- 
sibility to make the annual report more 
valuable and informative by their influ- 
ence on its content and preparation; only 
through these combined efforts will the an- 
nual report gain the confidence of the 
public, labor unions, the investors and top 
management. 


\ 
may 
expre 
seem 
latio) 
It 
ness 
the g 
mani 
com] 
the } 
prop 
whet 
cord 
in tl 
port 
man 
| pres 
| tool 
is p 
use | 
deci 
on r 
T 
reco 
| The 
offer 
| 
and 
term 
| are, 
inter 
| A 
tof th 
coun 
on 
2 
Rese 


THE ROLE OF ACCOUNTING 
IN MANAGEMENT" 


R. W. CoLEMAN 


portant than the facts themselves, 

and if we know the significance, we 
may even forget the facts.” This thought, 
expressed by Oliver Wendell Holmes, 
seems pertinent when appraising the re- 
lation of accounting to management. 

It is the managerial significance of busi- 
ness data that is really important. Ideally, 
the greatest aid that accounting could offer 
management would be to assist in the ac- 
complishment of its objectives through 
the preparation and interpretation of ap- 
propriate statements. The techniques 
whereby business transactions are re- 
corded and their values eventually placed 
in the statements are of secondary im- 
portance. 

The relation between accounting and 
management has been commonly ex- 
pressed by the phrase, “accounting is a 
tool of management.” This means that it 
is possible for management, through the 
use of proper accounting reports, to make 
decisions and to formulate policies based 
on recorded business data. 

The function of interpreting accounting 
records has been accepted by accountants. 
The American Institute of Accountants 
offers this definition: 

Accounting is the art of recording, classifying 
and summarizing in a significant manner and in 
terms of money, transactions and events which 


are, in part at least, of a financial character, and 
interpreting the results thereof.* 


Te SIGNIFICANCE of facts is more im- 


Another significant statement from a 


‘This paper was presented at the annual meeting 
of the West Virginia Society of Certified Public Ac- 
countants at White Sulphur Springs, West Virginia, 
on October 29, 1948. 

: * American Institute of Accountants, Accounting 
Research Bulletin No. 9 (Special), May 1941, p. 67. 


publication of the American Accounting 
Association is as follows: 


In a changing economy, accounting has been 
undergoing a change. From a convenient mechani- 
cal device, privately applied to the measurement 
of the status and results of a business enterprise, 
it has grown into an important medium for the 
public expression of the important facts about our 
vast and complex commercial and industrial 
society. Where the accountant once was con- 
cerned merely with assisting the owners of a busi- 
ness to evaluate its operations in money terms, 
he now must recognize a broad social responsibil- 
ity. His findings, and the manner in which he 
sets them forth, have become the basis for signif- 
icant decisions and policies, not only in business 
affairs, but in economic, social, and political 
matters as well.? 


These two statements, from authorita- 
tive groups, acknowledge the responsibil- 
ities of accountants to business manage- 
ment. The first recognizes the account- 


fant’s function of interpreting records; the 


second stresses his responsibility of in- 
forming not only management but others, 
such as employees, creditors, stockholders 
and regulatory bodies, of those facts which 
they should know. Because accounting is 
used as a means of communicating perti- 
nent facts to management as well as to 
others it frequently has been termed the 
language of finance. 


PRESENT STATUS 


Studies have been made recently, how- 
ever, which indicate that the accountant 
as an interpreter to the public of the an- 
guage of finance would do almost as well 
were he to express himself in Greek. This 
has been strikingly disclosed by a study, 
The Public’s Acceptance of the Facts and 

8 W. A. Paton and A. C. Littleton, An Introduction 


to Corporate Accounting Standards (Chicago: American 
Accounting Association, 1940), p. v. 
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Figures of Business Accounting. This re- 
port indicated that the public has an er- 
roneous irapression of the amount of profits 
made by business; that a substantial 
group does not understand business re- 
ports; and that despite certification and 
safeguards imposed by federal and state 
laws a considerable number distrust finan- 
cial statements.‘ 

Two pertinent conclusions may be 
drawn from this survey. First, about half 
of the American public does not see or 
understand financial statements prepared 
by accountants; and of those who do see 
the statements, about half believe in them. 
Second, business managers, on the basis of 
this and other surveys, may be excusably 
skeptical about the value of present ac- 
counting reports as a useful medium for 
informing the public. 

The authars of the Survey have the fol- 
lowing comment to make: 

The public acts, not on facts, but on what it 
believes to be facts. When people do not have the 
truth about business they are led to take points 


of view or support managements that hamper 
the functioning of the nation’s economy.® 


The fact that accounting is not render- 
ing the aid to management that ideally it 
might may be attributable to several 
causes. They cannot be quickly remedied. 
Four of these causes require consideration: 
scope of the profession, uniformity of ac- 
counting procedures, lack of commonly 
understandable terminology, and the will- 
ingness of accountants to assume the re- 
sponsibilities of their profession. 


4 Specific detail taken from this report includes the 
following: the average American thinks that business 
is making about 25 per cent profit; less than one-quarter 
of the people ever read financial reports in their news- 
papers; only one-third of the population has ever seen 
a profit and loss statement; 45 per cent believe they tell 
the truth, 14 per cent have no opinion; 56 per cent be- 
lieve that companies make their statements difficult to 
understand and use too many technical terms. For a 
more complete account of this report, see Daniel J. 
Hennessy, “Why the Story Must Be Told” in Telling 
the Business Story, (New York: Controllers Institute 
of America, 1948), pp. 3-11. 

Tbid., p. 8. 


SCOPE 


Accounting practice has developed in 
response to a changing business economy, 
Twenty-five years ago it was a medium 
which primarily expressed the financial 
status and the results of operation of a 
business enterprise. Now it purports to ex- 
press significant facts about public as- 
pects of the business economy. From the 
professional point of view, this change has 
meant that not only the interests of man- 
agement but also those of creditors, stock- 
holders, wage earners, regulatory bodies, 
and other agencies must be considered. 

In view of these changes, efforts have 
been made to clarify, redefine, and seek ac- 
ceptance of accounting doctrine and prac- 
tice. This has been no easy task, but for 
years the American Institute of Account- 
ants, primarily practitioners, and_ the 
American Accounting Association, pri- 
marily teachers, have worked to this end. 
Their respective efforts have not led to the 
same conclusions. 

Lack of agreement among accountants 
as to the province of the profession is com- 
plicated even further by the fact that it is 
closely related to other specialized fields. 
There have been conflicts with lawyers, 
for example, as to the proper jurisdiction 
of each profession in income taxation. In 
the Bercu case, the Supreme Court of New 
York, in March 1947, upheld the right of 
Bernard Bercu, an accountant, to prepare 
tax statements and to offer advice about 
tax matters. When the case was appealed, 
the Appellate Division of the Supreme 
Court, in April, 1948, reversed the decision: 
and held that the respondent’s activity did 
not come within the proper scope of the 
accounting profession and constituted an 
unlawful practice of law. An order of the 
Appellate Division of the Supreme Court 
for the First Department, entered on 
September 24, 1948, made this decision 
final. It is doubtful whether this ruling has 
settled the conflict between accountants 
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and lawyers with respect to income-tax 
practice. Despite this decision, certified 
public accountants are premitted to prac- 
tice before the United States Tax Court. 

Similarly, there have been conflicts be- 
tween accountants and appraisers. TheX 
topic of depreciation may be cited as an 
example. To the accountant the problem 
of depreciation is one of placing a mone- 
tary evaluation on the decline in value of 
the asset (valued at purchase price) and, 
as such, treating it as a cost of obtaining 
revenue for the fiscal period. To the ap- 
praiser the problem is often one of deter- 
mining the relative efficiency of an asset 
in use and comparing it with the efficiency 
of a new asset valued at the reproduction 
cost. These conflicts are significant. If the 
appraiser does not understand or recog- 
nize conditions that affect the valuation of 
assets for accounting purposes, the ac- 
countant must be aware of this situation, 
and must act accordingly. 

One might well raise the question as to 
whether the field of business statistics may 
be properly included within the province 
of accounting. The analysis of accounting 
records, through the use of statistical 
methods, is a field in which great service 
can be rendered to management. Cost and 
profit controls and other operating sta- 
tistics offer important opportunities for 
development by the accountant. Here 
again, however, is an area which will be 
disputed or usurped. The American Sta- 
tistical Association has recently given 
special attention to this field. There is 
ample evidence that the statisticians will 
develop this area of analysis if the ac- 
countants fail to avail themselves of the 
opportunity afforded. 


UNIFORMITY OF ACCOUNTING 
PROCEDURES 


The desire for uniformity in accounting 
practices has undoubtedly affected the 
scope of accounting. It is clear why uni- 


formity is so desired. In the analysis of 
financial statements proper standards of 
comparison are essential. In order for com- 
parisons to be valid, the items compared 
must be comparable. Uniformity in ac- 
counting procedures exists to a marked ex- 
tent but the practical difficulties in ex- 
tending uniformity to all areas in account- 
ing procedures are considerable. For ex- 
ample, despite all efforts, uniformity has 
not been achieved in the valuation of in- 
ventories and in the formulation of de- 
preciation policies. 

The insistence upon uniformity, as a 
goal, is undoubtedly an oversimplification 
of the whole problem of the analysis of ac- 
counting records. For different purposes 
different data are required, if the needs of 
management are adequately served. Rec- 
ords must be kept in such a way that 
they will meet the requirements of man- 
agement. 

The comments of George Oliver May on 
this subject are pertinent: 

Desire for uniformity is in part a vague, gen- 
eral yearning for rules which will eliminate (or at 
least obscure) the complexities and uncertainties 
of life. Uniformity should be regarded not as a 
goal but as a possible aid in making accounts more 
valuable, particularly to the unskilled reader with 
a legitimate interest in them whose claims to con- 
sideration are now generally recognized. If we 
could rely on all accounts being an interpretation 
of all the relevant facts according to the best 
judgment of honest and competent persons, ex- 
ercised with an understanding of the purpose for 
which the accounts were to be used, uniformity 
would become of minor importance.’ 


TERMINOLOGY 


An important obstacle to effective in- 
terpretation of financial statements to 
management and to the public is the lack 
of a commonly understandable language 


6 See Clarence Crocheron, “Relationship of the 
Accountant and the Appraiser,” The Journal of Ag- 
countancy, January, 1946, p. 29. 

7 George O. May, “Uniformity in Accounting,” 
Harvard Business Review, Autumn 1938, p. 7. 
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which accountants can use for the groups 
they address. This is especially true when 
they address employees, stockholders and 
others who have not been trained in 
finance or accounting. It cannot be under- 
stood because the terminologies used are 
technical and confusing and because ade- 
quate efforts are not taken to explain in 
nontechnical terms what the statements 
mean. 

Examples of words which are so loosely 
used as to be thoroughly confusing to the 
layman are easy to cite. Surplus, working 
capital, profits, and reserves are common 
illustrations. Until practicing accountants, 
controllers, and teachers of accounting can 
agree on the meaning of the terms used, 
improvement on the means of communica- 
tion will be slow. Some progress has been 
made in clarifying terms. Much still re- 
mains to be done.® 

When the story of the enterprise is told 
to employees, stockholders, and the gen- 
eral public, it must be presented in a man- 
ner that the reader can understand, other- 
wise the information will not be used. The 
writing is difficult—technical data must be 
expressed accurately and simply.® A 
scholarly attitude toward the preparation 
of financial statements coupled with an 
indifference to their popularization will 
result in the statements being neither 
understood nor used by the public. Some 
corporations are giving special attention to 
the preparation of annual reports written 
in language easy to understand and pre- 
sented in an interesting way.’° Some are 
even presenting financial and operating 
information by means of films." 


8 See Editorial, The Journal of Accountancy, “The 
Need for Agreement on Basic Accounting Procedures,” 
June 1947, p. 455. 

® See John Mantle Clapp, “Accountants and Utili- 
tarian Writing,” The Journal of Accountancy, January 
1946, p. 384. 

10 John Morrell and Company, United States Steel, 
Caterpillar Tractor, Burroughs Adding Machine 
Company, and the Rexall Drug Company may be cited 
as examples, 

4 For example, General Mills and Penn Mutual. 


ASSUMPTION OF PROFESSIONAL 
RESPONSIBILITY 


Despite a general recognition that the 
analysis of accounting statements is part 
of the proper scope of accounting, dis- 
tinctions are sometimes made between the 
function of preparing statements and the 
function of analyzing them. The first 
function is, of course, accepted without 
question; the second is not.” 

The fact that there is any question about 
including this function indicates that there 
are still members in the profession con- 
cerned more with the instruments of ac- 
counting than with its objectives. This 
condition has led to the accusation that 
accountants are too often tinkerers of 
records instead of professional men con- 
cerned with the solution of management 
objectives. 

The accountant’s usefulness to manage- 
ment is in direct proportion to the pres- 
entation of pertinent financial and operat- 
ing data which help in solving its prob- 
lems. Unless the accountant can develop 
techniques and procedures sensitive to 
these needs the assistance he can offer will 
be of limited use. 

Dependence upon accounting traditions 
4vill not solve the problems. In fact, one 
may even question the usefulness of some 
of the underlying assumptions. The as- 
sumption that accounting values are based 
on costs may be cited as an illustration. 
The historic cost figure of an asset often 
bears little relation to its current value and 
hence is of limited use to management. 
For example, the records of a timber tract 
kept in the traditional manner make no 
allowance for accretion. As years pass and 
the timber grows, the recorded investment 
value remains the same. The accounting 

12 See Myron S. Kem, “The Use of Accounting in 
Business Policy Determination,” THE ACCOUNTING 
REviEw, October 1947, pp. 397-400. The author believes 
that it is the function of the accountant to prepare 


statements and the function of management to analyze 
them. 
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records will not disclose what the timber 
tract is worth. 

It is likely that the profession of ac- 
counting will increase in public esteem 
only if accountants abandon their de- 
pendence upon traditional accounting pro- 
cedure and willingly assume the responsi- 
bilities of interpretation, despite the dif- 
ficulties involved. Failure to accept this 
responsibility will tend to have the effect 
of reducing accounting to routine pro- 
cedures in which the quality of skilled 
judgment is of minor importance. It would 
seem only logical that the accountant, be- 
cause of his training, experience, and 
knowledge of the sources of values should 
be in a position to analyze the statements 
prepared from the records. It is significant 
to note that certification is limited to the 
preparation of statements; it does not in- 
clude an analysis of the statements so 
prepared. 

Lawyers can offer no warranty that the 
cases they prepare and plead before courts 
will result in favorable decisions. Physi- 
cians continue to acquire flourishing prac- 
tices without infallible records of their 
patients’ recoveries. In neither case do 
these factors deter either profession from 
making specific recommendations.” 

The profession has attempted to im- 
prove accounting practices. The American 
Institute of Accountants and the American 
Accounting Association, through research 
have sought to clarify issues confronting 
the profession. Some changes have been 
brought about through the influence of 
outside agencies. For example, the Securi- 
ties Act of 1933, and the Securities Ex- 
change Act of 1934, empowered the Secu- 
rities and Exchange Commission to exer- 
cise extensive influence over accounting 
practices. It is widely conceded that the 


..'* For further discussion of this point see L. B. Mc- 
Gladrey, “Problems in Assuming Proper Responsibil- 
ity,” THe AccounTING Review, July 1947, p. 280. 
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Commission has cooperated with experi- 
enced practitioners and, in general, has 
wisely prescribed financial reporting pro- 
cedures and policies. 

Any comparison of accounting with 
other professions, such as law or medicine, 
in terms of progress made or influence ex- 
erted on the public should not overlook 
the fact that accounting is a comparatively 
new profession. In this country accounting 
practice has been based upon the English 
tradition. Not until 1880 was a royal 
charter granted to the Institute of Char- 
tered Accountants in England and Wales. 
Not until 1897, when the New York Certi- 
fied Public Accountants was organized, 
was there a similar group in this country. 
Later in the same year, like organizations 
were formed in Illinois and Pennsylvania. 
In October of 1900, New York University 
was the first institution of higher learning 
to offer professional education in higher 
accountancy. 

Comparative youth of the profession, 
however, cannot be offered as a convincing 
reason why accountants should hesitate 
to accept greater responsibilities in order 
to serve management. An aggressive, 
socially responsible leadership from within 
may well prevent changes forced by out- 
side groups or agencies. 

Possibly an initial step in the accom- 
plishment of this objective would be for the 
leading professional organizations, in co- 
operation with an outstanding university 
to establish a graduate school in the pro- 
fession of accounting. Its purpose would 
be to attract outstanding, enlightened 
practitioners and teachers who would ad- 
dress mature members from each group. 
Instruction and discussions would be held 
in order to aid members of the profession 
to widen their perspectives and to render 
greater service. This might well prove to 
be a landmark in the development of ac- 
counting as significant as that provided by 
New York University in 1900. 


4 
e 
e 
‘ 
t 
t 
4 
t 
A 
0 | 
ll 
| 
e 
| 
n 
d 
d | 
it 
| 
| 


THE MEASUREMENT AND ADMINIS. 
TRATION OF INCOME 


RuFus WIxon 


HE ACCOUNTING concept of income 
as the residual of the matching of 
costs and revenue is one which ap- 
pears on the surface to be rather innocu- 
ous. Its application, however, is known to 
be a difficult but also a delusive task. The 
accountant not only must decide which 
basis of revenue recognition is appropriate 
for a given situation and which costs have 
expired and are to be matched with this 
batch of revenue, but he must express this 
matching process in terms of money. To- 
day we need only turn to our daily news- 
papers for a constant reminder that the 
dollar as a measuring device is not a 
stable unit. It is the purpose of this paper 
to demonstrate that this limitation of the 
accountant’s measurement of income adds 
to the confusion which persists in the 
measurement and administration of in- 
come. 

The almost daily statements in the press 
to the effect that the matching of historical 
costs against current revenue does not pro- 
vide for the replacement of assets is indeed 
a truism. Certainly the accountant’s 
measurement of income and management’s 
use of the funds provided by revenue are 
truly independent activities! Yet a con- 
fusion between these two separate elements 
seems to be ingrained in the thinking of 
many individuals. The current propaganda 
to the effect that depreciation based upon 
historical cost does not provide for re- 
placement of the assets which are expiring 
is the most striking case at point. Witness, 
for example, such statements as: 

“What the company comptroller is trying to do is 
to charge earnings with an equitable proportion 


of the cost of buildings or machinery over their 
useful life. This helps to provide a fund with 


which to replace such facilities when they wear 
out.’’! 


Some of the confusion results from a 
misunderstanding of accounting terminol- 
ogy. For example, the terms ‘“‘income” and 
“earnings” are used frequently to express 
the inflow of funds from the sales process. 
Obviously this connotation of the terms 
‘income”’ or “earnings” is incorrect since 
income is a residual, a net amount after 
matching assets outflow against asset in- 
flows. The quotation above is indicative 
of the misconception of the term “earn- 
ings.” Depreciation is not a charge against 
earnings but rather a charge against rev- 
enue. In terms of physical flow, revenue 
is measured by the amount of assets com- 
ing into the business from the sales of 
products or services to customers. In turn, 
expenses are measured by the amount of 
assets going out of the business in this ex- 
change transaction. Both revenue and 
expenses are expressed in terms of money. 
But since the value of the monetary unit 
is not a stable one, it follows that the 
matching process is not one of matching 
common dollar inflows and outflows. The 
discrepancy, of course, is greater in the 
case of expirations of long-lived assets as 
compared to short-lived assets. The resid- 
ual, income, is a money income and not 
a real income. 

Money income is affected by two factors, 
i.e., changes in the physical quantity of 
assets and changes in the price level. The 
accountant ordinarily is reluctant to recog- 
nize a rise in the value of assets due to 4 
rise in their prices on the grounds that 


1 Stuart Chase, “How to Read an Annual Report,” 
The Lamp, March, 1948, p. 23. 
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such gains are unrealized. But this recog- 
nition occurs at the time of sale during 
periods of rising prices inasmuch as asset 
inflows are expressed in terms of the cur- 
rent price level while the outflows, at least 
in part, are expressed in terms of the old 
price level. Thus, money income is inflated 
to the extent of the rise in the price level. 
Unfortunately some readers of the income 
statement assume that the income re- 
ported has actually been realized. They 
tend to confuse the matching of revenue 
and expense with the matching of receipts 
and disbursements. They apparently fail 
to realize that while revenue is measured 
by the inflow of current funds, expenses, 
on the other hand, may not be measured 
by the outflow of current funds. In other 
words, the assets flowing into the business 
from the sales transaction are expressed in 
terms of money and are also “money 
value” items since such assets are cash or 
receivables. But the assets flowing out of 
the business while expressed in terms of 
money are not “money value”’ items. Ex- 
penses are measured by the “‘cost’’ of the 
assets expired, and while “cost”? may be 
defined as the outflow of funds, it must be 
remembered that such outflows of funds 
are a different exchange transaction from 
the sales transaction—a transaction which 
occurred at a different time when a differ- 
ent price level was in effect. They are asset 
transfers whereby cash is exchanged for 
merchandise, labor services, plant, etc. 
Such transactions, of course, are not a part 
of the accountant’s matching process. 
Obviously since some of the assets re- 
ceived by these transfers are short-lived 
they are matched against revenue on a 
more current basis than others. 

Another source of confusion is the dura- 
tion of the cycle or period covered by the 
matching process. The cycle is completed 
by the accountant when revenues and the 
expired costs associated with these reve- 
hues are matched. Many individuals, how- 
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ever, tend to carry the accountant’s cycle 
a step farther since they think in terms of 
the use of the inflowing assets from the 
revenue process as the means of replacing 
the assets which expired and were matched 
against this revenue. This, of course, is a 
problem of the use of asset inflows rather 
than one of measuring income. Admittedly 
it is a perplexing managerial problem in 
periods of rising prices inasmuch as man- 
agement is responsible for seeing that the 
business continues as a going concern. 
This can only be accomplished if the flow 
of funds provides for the replacement of 
the expired assets. But to say that depre- 
ciation policy must provide for the replace- 
ment of the expired assets is erroneous in- 
asmuch as it is not depreciation which 
provides the funds for replacement. Funds 
are provided from asset inflows rather than 
outflows, and asset inflows are expressed 
as revenue. Thus it is the revenue process 
which provides funds. What management 
is concerned with is the administration of 
revenue or asset inflows. In other words 
management must determine how much of 
these asset inflows will be needed for re- 
placement of expired assets. When prices 
are rising a larger proportion will be 
needed for these purposes. 

How does the measurement of income 
enter the picture? From the preceding 
analysis it is quite obvious that a failure 
to adjust the accountant’s reported money 
income to real income acts as a multiplier 
in the managerial problem of administer- 
ing income. For example, stockholders 
think of this money income as assets 
available for distribution and expect 
larger dividends. Customers feel the com- 
pany is making too large a return and want 
lower prices. Employees look at this in- 
flated income figure and demand higher 
wages. And, of course, the Treasury De- 
partment still takes its percentage of 
money income! Management, accordingly, 
is on the spot and the result has been seen 


' 
| | 
4 
4 d 
ol- 
nd 
Ss. 
ms ‘ 
ce 
ter ' 
in- | 
ive | 
nst j 
ey- 
| 
| 
ol | 
im, | 
t of 
ex- 
and | 
ey. 
init 
the | 
hing | 
The 
the | 
as 
| 
not 
tors, | 
y of 
The 
| 
to a 
that | 
port,” 
| 
| 


186 The Accounting Review 


in the current income sheets of some of our 
major companies whereby the costs which 
expire in the matching process are ex- 
pressed in terms of the money cost of re- 
placing the expired assets while the unex- 
pired assets reported on the balance sheet 
remain in terms of historical costs. This 
tends to remove from the reported income 
the “unrealized gains” resulting from 
rising prices. It is true that such methods 
may aid management from the standpoint 
of alleviating certain demands, but they 
produce a balance sheet which is even less 
meaningful than those which formerly 
existed. 

What are the possible means by which 
this dilemma may be eliminated? One, of 
course, is to adjust to a common dollar. 
This would mean the elimination of the 
effect of purely price level changes on 
reported income. It is argued that a 
shortcoming here is the absence of a 
suitable general price level index. A more 
serious difficulty however, may be in the 
fact that the prices of all goods and 
services do not move in a similar man- 
ner, and there is thus the problem of 
deciding how much weight is to be given 
to each price or group of prices in the 
system selected. Another method would be 
to make a “fresh start” and revalue those 
assets which are out of line with current 
costs. This method has the advantage of 
dealing with the specific assets of a given 
company. In addition, it not only would 
result in matching against revenues cur- 
rent costs but also would present balance 
sheet figures more in line with the cur- 
rent financial position. 

A further aid in eliminating the con- 
fusion between the measurement and ad- 
ministration of income would come from 
general use of the statements of funds in 
corporate reports. Its usage would indicate 
that regardless of whether one measures 
income by matching replacement costs or 
historical cost against revenue on the in- 


come statement, the use of funds still 
requires current outlays at current prices, 
Such a statement would call attention to 
inflows and outflows of funds during the 
current period and report to the various 
interested groups the problems of adminis- 
tering asset inflows. The conventional form 
of statement of funds, however, is of little 
use for this purpose since it merely adds to 
the confusion. This writer has seen only 
one form of this statement which is illumi- 
nating and that is the one suggested by 
Professor W. A. Paton.” In this form em- 
phasis is placed upon revenue rather than 
income as a source of funds. Hence it is 
not necessary to add back such items as 
depreciation as a source of funds which is 
so commonly done in the conventional 
form. By way of illustration let us assume 
the following situation: 

The X Company for the year ended 
December 31, 1948, submits the following 
conventional statements using conven- 
tional cost figures, i.e., depreciation based 
upon original cost and inventories deter- 
mined by use of FIFO: 


X Company 


Comparative Balance Sheet 
December 31, 1947 and 1948 


Assets 1947 1948 

Accounts Receivable (net). 1,500,000 1,800,000 
Inventories (FIFO)....... ,000,000 2,500 000 
100,000 100 ,000 

Buildings and Equipment 
$7,100,000 $8,350,000 

Equities 

Accounts Payable........ $1,500,000 $2,000,000 
Other Current Liabilities. . 500 ,000 00 ,000 
Canitel ,000,000 3,000,000 
Earned Surplus.......... 2,100,000 2,550,000 


$7,100,000 $8,350,000 


2 See W. A. Paton, Essentials of Accounting, (New 
York: The Macmillan Company. 1938), pp. 798-805. 
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X Company 


Income Statement 
For the year ended December 31, 1948 


$8 ,000 , G00 
Expenses: 
Manufacturing Cost of 
Distributing and Gen- 
eral Operating Costs. 800 ,000 
Federal Income Taxes... 450,000 7,250,000 
$ 750,000 
Income added to Earned 
$ 450,000 


* Includes depreciation of buildings and equipment, 
$300,000. 


The conventional statement of funds 
prepared from the above information 
would appear as shown at top of second 
column. If, however, we were to follow the 
form suggested by Professor Paton we 
would have: 
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X Company 
Statement of Funds 
For the year ended December 31, 1948 
Sources 
Net Income. $ 750,000 
Add: Depreciation........ 300,000 $1,050,000 
Decrease in Net Working 
Total Funds Available................. $1,100,000 
A pplication 
Increase in Buildings and 
Totel Funds Annlied: $1,100,000 


Comparison of these two fund statements 
reveals that the conventional form starts 
with income as a source of funds and adds 
back depreciation. The Paton form starts 
with the main source of funds (revenue) 
and shows step by step what has happened 
to these asset inflows. Depreciation is 


X Company 


Statement of Funds 
For the year ended December 31, 1948 


Earnings available before dividends.......... 


Dividends. 


Decrease in Net Working Capital (see Comparative Schedule of Working Capital). $ 


X Company 


Comparative Schedule of Working Capital 
Years ended December 31 


Current Assets: 
Cash 
Accounts Receivable... .. 
Inventories (FIFO)..... 


Current Liabilities: 
Accounts Payable 
Other 


Net Working Capital 


750,000 
50,000 
Increase 
1947 1948 
500,000 $ 450,000 $ 50,000* 
2,000,000 2,500,000 500,000 
$4,000,000 $4,750,000 $750,000 
$1,500,000 $2,000,000 $500 000* 
500, 00,000 300,000* 
$2,000,000 $2,800,000 $800,000* 
$2,000,000 $1,950,000 $ 50,000* 


| 
Current Outlays for Expenses and Taxes. .... 
CC 
Balance of Funds from Operations........... 
Cost of Additions to Buildings and Equipment | 
| 
4 
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excluded from the statement because it 
does not represent a use of current funds. 
This avoids the necessity of adding it back 
to net income with the implication that 
it provides funds! The clear-cut advantage 
of the form presented by Professor Paton 
should be apparent to any reader. Manage- 
ment with this statement can show what 
has happened to the asset inflow of the 
year in terms of the current year’s de- 
mands. It is obvious from the statement 
that the X Company’s net working capital 
has been impaired by the past year’s use 
of funds. The fact is brought out to all in- 
terested readers that even though the com- 
pany’s earned surplus increased $450,000 
as a result of money income retained, the 
company has $50,000 less in working capi- 
tal than it had at the end of the previous 
year. 

Suppose, however, that the X Company 
in its income sheet has reported depreci- 
ation in terms of replacement cost rather 
than original cost. Assume, for example, 
that the depreciation figure would then be 
$600,000 rather than $300,000. Using this 
amended figure the income statement 
would be recast as follows: 


X Company 


Income Statement 
Year ended December 31, 1948 


Expenses: 
Manufacturing Cost of 
$6 , 300 ,000* 
Distributing and General 
Operating Costs...... 800 ,000 
Federal Income Taxes. . . 450,000** 7,550,000 
Income added to Earned Surplus. ....... $ 150,000 


* Includes depreciation of buildings and equipment, 
$600,000. 

** Income tax remains unchanged inasmuch as under 
existing tax laws depreciation cannot be based upon re- 
placement cost. 


Now what is the effect on the Statement 
of Funds? 


X Company 


Statement of Funds 
Year ended December 31, 1948 


Current Outlays for Expenses and Taxes. 6,950,000 
Earnings available before dividends. . . . . $1,050,000 
Balance of Funds from Operations...... $ 750,000 
Cost of additions to Buildings and 
Decrease in Net Working Capital........ $ 50,000 


Obviously this change in the method of 
assigning depreciation cost against revenue 
has had no effect on the source and appli- 
cation of current funds. The higher depre- 
ciation charge has not provided one cent 
of additional funds! 

Now suppose further that the $800,000 
outlay for additions to buildings and equip- 
ment had not been made in the current 
year. Then the statement of funds would 
disclose an increase in net working capital 
from operations of $750,000 regardless of 
whether or not depreciation was taken on 
replacement cost or original cost. Manage- 
ment’s problem thus remains one of judi- 
cious use of the funds provided from reve- 
nue. If it is necessary to expend $800,000 
in the next period for plant additions, this 
fact might be projected on the statement 
of funds as follows: 


Increase in Net Working Capital......... $750,000 
Estimated Funds Needed for Plant Ad- 


Estimated Decrease in Net Working Capital $ 50,000 


This projection of the statement might be 
more effective than the conventional ear- 
marking of earned surplus through the 
use of the “Reserve for plant extensions” 
account as a method of informing investors 
of the needs for the retention of funds to 
safeguard their investment. 

This statement of funds is not to be con- 
fused with the statement of receipts and 
disbursements. It is not concerned with 
just the inflows and outflows of cash, but 
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rather focuses attention upon the changes 
in working capital position. Accordingly it 
is essential that the statement of funds be 
accompanied by a comparative schedule of 
working capital to point out the changes in 
working capital position. It is entirely 
feasible that in a period of rising prices 
any increase in net working capital would 
be tied up entirely in inventories because 
of the necessity of replacing stock at higher 
prices. The use of LIFO, of course, will not 
disclose this fact in the comparative sched- 
ule since the inventories in terms of dollars 
will tend to remain at a fixed sum (assum- 
ing a constant volume). If LIFO is used, 
however, the effect will be to reduce the 
amount of funds derived from operations 
on the statement of funds because of 
charging against revenue a higher cost of 
goods sold. Thus, if we assume in the 
above case of the X Company that the 
entire increase in inventories at December 
31, 1948, is represented by price increases 
rather than quantity increases, the effect 
on the statement of funds would be as 
shown in adjoining column and below. 
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the fact that the expenditure for the re- 
placement of stock has been made from 
current funds and has been charged against 
the revenue of the current period. Thus 
even though the goods actually on hand 
are likely to be those most recently ac- 
quired or produced, the comparative 
schedule of working capital reports an 
historical cost figure for the inventory 
while cash has been decreased or accounts 
payable increased in terms of the current 
cost. Unquestionably LIFO is an aid to 
management in this respect when prices 


X Company 


Statement of Funds 
For the year ended December 31, 1948 


X Company 


Comparative Schedule of Working Capital 
Years ended December 31 


Current Assets: 
Cash. 
Receivables. . 
Inventories (LIFO)... 


Total Current Assets.... 


Current Liabilities: 
Accounts Payable. . 


Total Current Liabilities. 


Net Working Capital. 


The effect here, it can be seen, is differ- 
ent from that of charging depreciation at 
replacement cost because the inventories 
are part of working capital. The decrease 
in net working capital is accounted for by 


Current Outlays for Expensesand Taxes. 7,450,000 
Earnings available before dividends..... $ 550,000 
Balance of Funds from Operations...... $ 250,000 
Cost of additions to Buildings and Equip- 
Decrease in Net Working Capital (see 
Comparative Schedule of Working 
Increase 
1947 1948 
$ 500,000 $ 450,000 $ 50,000* 
1,500,000 1,800,000 300,000 
$4,000,000 $4,250,000 $250,000 
$1,500,000 $2,000,000 $500,000* 
500, ,000 300,000* 
$2,000,000 $2,800,000 $800,000* 
$2,000,000 $1,450,000 $550,000* 


are rising. But, on the other hand, it will 
work in an opposite manner when prices 
are falling. 

To summarize, efforts should be made to 
clarify the fact that the measurement of 
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income and the flow of funds are not one persist as long as methods are employed 
and the same. Neither is the accountant’s_ which either intentionally or unintention- 
concept of income as the residual of a_ ally are designed for this purpose. The cen- 
matching of asset inflows and outflows one tral problem in accounting remains as one 
of matching this period’s inflows against of developing the means of measuring real 
the next period’s outflows. To consider it income rather than money income. Until N 
such makes periodic reckoning more of a_ this problem is solved satisfactorily, how- | ( 
matter of conjecture than it now is. The ever, the difference between the measure- I 
confusion between the measurement of ment of money income and the flow of prim 
income and administration of income will funds should be emphasized. | fund 
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THE CHAMBER OF THE CITY OF 
LONDON, 1633-1642 


MELVIN C. WREN 


chamber of London was something 

more than a city treasury. Indeed, its 
primary function, the care of orphans’ 
funds, was more social than economic. 
In the period before the rise of banking, 
the chamber was an important lending 
institution, a source of working capital for 
the trading companies and merchants of 
the city. Its effect upon national expendi- 
ture, while indirect, was at times con- 
siderable, for money lent by individuals to 
the king was often borrowed from the 
chamber by citizens whose money was 
tied up in commercial ventures. On the 
other hand, it provided an investment 
outlet on a short-term basis when the 
city, needing cash for the management of 
its own affairs, occasionally must borrow 
at four to eight per cent for six months ora 
year. And of course it served the usual 
function of a city treasury in receiving 
taxes, fees, fines and rents and in paying 
salaries and maintenance costs. 

The chamberlain, one of the city’s 
chief officials, received and paid out funds 
and kept careful account of his steward- 
ship, which was subjected to audit each 
year by a committee of citizens headed by 
the lord mayor. All payments out of the 
chamber, other than those such as salaries 
which needed no sanction, must be ap- 
proved by the court of aldermen, the legis- 
lative body made up of the aldermen from 
each of the city’s twenty-six wards. Pay- 
ment of large sums of an unusual nature 
must be passed upon by the court of com- 
mon council, the lower house of the London 
legislature composed of some two hundred 
and twenty members elected by the 
citizens in the precincts into which each 
ward was divided. The chamberlain’s 
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accounts are still in existence from the 
year 1633 to the present time.’ There is 
internal evidence of the preparation of the 
annual accounts as early as the reign of 
Henry VIII, and the probability is that 
they go back much earlier. Whether the 
earlier accounts were destroyed in one of 
the fires that periodically devastated 
London is not known. 

An examination of the account for 
1633 and a reference to later accounts will 
indicate the sources of revenue upon which 
London depended and the uses for which 
the income was expended. 

Each account covers a fiscal year, which 
began at Michaelmas. Prefixed to each 
annual account was a schedule of rents 
from the various real properties belonging 
to the corporation and scattered over the 
one square mile which was the city of 
London. The schedule describes every 
property, names the tenant and, where the 
property was held under lease and not 
rented on an annual basis, indicates the 
life of the lease. Six hundred and seventy 
properties are enumerated and described, 
and the information is repeated with the 
same care in every account. Rents« are 
grouped according to the district in which 
the properties lay. After listing and sub- 
totalling these receipts from “‘the general 
lands,” the schedule continued with an 
enumeration of receipts from properties 
which had been bequeathed to the city, 
and the income from which was devoted, 
according to the terms of the bequest, to 


1 City Account Books, MSS. deposited in the Record 
Office of the City of London. Volumes I-IV in Series 1 
cover the period from 1633 to 1642. I am grateful to 
Mr. P. E. Jones, Deputy Keeper of the Records of the 
City of London, for making available to me the manu- 
script materials in his care. 
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certain charities. Here, among others, are 
noted the receipts from ‘the lands of 
John Costen, deceased, lying and being in 
Mark Lane, Well Alley, Pickaxe Alley, and 
Fenchurch Street, which he bequeathed 
in consideration that the owners thereof 
should forever distribute and give to the 
parish of All Saints Stainings forty bushels 
of charcoals weekly from Allhallowtide 
until Easter.’”’ The rent income in 1633 
from ‘‘the general lands” was £2,080, that 
from bequests £949. Both figures were very 
close to the ten-year average. 

The annual account of the chamberlain 
was divided into receipts or “the charge” 
and disbursements or “the discharge.” 
First under the charge were listed the total 
receipts from real estate rentals, those from 
bequeathed properties being itemized sepa- 
rately. Fees received for the enrollment of 
apprentices and for the admission of free- 
men appeared next. A sub-total was then 
taken of all rentals and fees, and in it was 
included “the foot” of the last year’s 
account, or the debit balance of the pre- 
vious statement. 

The next category of receipts noted in 
the charge was that from “rent farms,” 
z. €., payments or “rentals’’ made by vari- 
ous city officials for the right to charge 
certain fees at the city’s markets. There 
were listed such items as receipts 
“from the searchers and sealers of tanned leather 
for sealing of leather at Leadenhall market, £10; 
from John Massingbeard for the farm of the office 
of package of woollen cloths, £66 13s 4d; from 
John Varham and William Turner for gauging of 
fish, £4; from Roger Hatton for the farm of the 
office of garbling of spices, drugs and other mer- 
chandises, £50; from Robert Smith, measurer of 


linen cloth and mercery wares, for the farm of the 
said office, £50.” 


Receipts from rent farms, which differed 
slightly from year to year because some 
office-holders preferred to pay for two or 
more years at a time, totalled £689 in 
1633 and averaged £676 over the decade. 

There followed a group of miscellaneous 


revenues or “casual receipts ordinary,” 
including the entries: 

“Received of brewers, innholders and tiplers, for 
fines for breaking their assize of victuals, £11 6s 
4d; of the wardens of the Company of Merchant 
Tailors for suffering the butchers strangers to use 
their art, 13s 4d; for pickage at Bartholomew 
Fair in Smithfield this year, £23 10s 11d; of Henry 
Hodges for so much by him received of foreign 
butchers for their standings with their flesh in 
Cheapside on market days, 40s.” 


This category produced £262 in 1633, and 
averaged £111 over the ten-year period. 


The city received a very small income 
averaging less than ten pounds per year, 
from fines for violations of ordinances and 
customs regulating city markets. 

A group of revenues named “leases, 

incomes, arrearages, rents and venditions” 
included occasional collections of arrears 
of rent, but was made up chiefly of ‘‘fines” 
for leases of offices or of properties. The 
fine was a premium paid for a lease or 
grant. It was usual for property rents to 
continue generation after generation at the 
same figure, some of them being fixed by 
law or by custom. As values rose, adjust- 
ment in rents was made by demanding a 
fine or initial premium when a new lease 
was issued. Among others, there were 
noted receipts 
“from James Silverlock for his fine to be ad- 
mitted to the office of one of the ten sea-coal 
meters, £50; from Robert Woodford in part pay- 
ment of £100 by him due for a fine for the lease 
of a tenement in the parish of St. Michael Bassi- 
shaw, £20; from Theophilus Bolton, part of £200 
for his fine for the lease of a tenement near 
Leadenhall, £100.” 
The total of this group varied considerably 
from year to year, according to the number 
of leases maturing and redrawn, each of 
which involved a fine, but the income of 
£480 in 1633 was near the decade’s average 
of £491. 

An interesting and a very important 
source of income to the city was that called 
“receipts extraordinary” consisting, as its 
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title suggests, of sums received by the 
chamberlain only once or a few times from 
particular individuals. The first forty-five 
items in this group in the 1633 account 
consist of interest income on loans made to 
merchants and trading companies, of 
which the following is a selection: 


Received of the Governor and Company of 
merchants trading to the East Indies, for interest 
on £4,000 lent to them for twelve months at six 
per cent per annum ending July 20, 1633, £240; 
of the said Governnor and Company of mer- 
chants trading to the East Indies for interest on 
£5,000 lent to the same for twelve months at 
six per cent per annum ending August 18, 1633, 
£300; of the same for interest on £4,000 for twelve 
months at six per cent per annum ending July 22, 
1633, £240; of the same for interest on £4,000 for 
twelve months at six per cent per annum ending 
August 17, 1633, £240; of the same for interest 
on £3,000 for twelve months at six per cent per 
annum ending May 6, 1633, £180; of Sir Maurice 
Abbott (who was Governor of the East India 
Company), Henry Garway and William Garway, 
for interest on £4,000 for twelve months at six 
per cent per annum ending July 14, 1633, £240; 
of Nicholas Crispe for interest on £1,000 for 
twelve months at seven per cent per annum 
ending September 20, 1633, £35; of Sir Robert 
Naper and Sir Maurice Abbott for interest on 
£1,400 for twelve months at seven per cent per 
annum ending May 18, 1633, £98. 


The great majority of names of borrowers 
were those of aldermen or common council- 
men of London. The inference to be drawn 
is not so much that the chamber favored 
loans to city officials, but rather that men 
important in trading circles rose to and 
accepted important positions in city 
government. However it may be judged, 
obviously the tie between trade and city 
government was very close. 

It is interesting to note the way in which 
a merchant spread his risk in several 
ventures. Sir Maurice Abbott was involved 
in the five loans made to the East India 
Company, but joined with Henry and 
William Garway in a sixth enterprise, and 
with Sir Robert Naper in a seventh. Many 
of these loans ran not for one year but for 


many, being renewed over and over again. 
For example, the East India Company 
renewed its notes each year and was in 
debt to the city chamber to the amount of 
£20,000 from 1633 to 1635, £17,000 from 
1636 to 1638, £9,000 in 1639, and £4,000 
in 1640 and 1641. The loan of £4,000 to 
Sir Maurice Abbott and the Garways ran 
from 1633 to 1642. As the Civil War drew 
on, the city reduced its loans receivable, 
needing the money for war preparations. 
The total amount of money on loan to 
individuals and companies in 1633 was 
nearly £130,000. For £38,000 of this the 
city held mortgages on land. The rest was 
unsecured. 

Other items falling within the classi- 
fication of receipts extraordinary included: 
money received from various livery com- 
panies which had been assessed in 1628 to 
pay the cost of the pageant at the time of 
the king’s coronation; receipts from a tax 
upon citizens for repairing the gate and 
prison at Newgate and for improving 
distribution of water in the city; fines, one 
for as much as £100, levied upon individ- 
uals who had married orphan wards of the 
city without the consent of the court of 
aldermen; money borrowed “‘for the city’s 
use”; and contributions received by the 
city which were to be used for the relief of 
non-beneficed clergymen who preached at 
the cross in St. Paul’s churchyard. The 
total of the receipts extraordinary in 1633 
was £5,444, the average from 1633 to 
1642 £8,275. 

The next group of receipts recorded in 
the annual account consisted of payments 
into the chamber of loans receivable plus 
accrued interest, and also of ‘“‘fines for 
alderman and sheriff.”’ Any freeman whose 
lands and/or goods were of the value of 
£10,000 or more was eligible for election 
to either office, or might be appointed one 
of the two sheriffs by the lord mayor. 
Election was a high honor, to which were 
attached certain perquisites, but service, 
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particularly in the office of alderman, was 
a heavy burden. It was possible to avoid 
serving by paying a fine of £400 if chosen to 
the office of sheriff and from £400 to £800 
if to that of alderman. At times the lord 
mayor deliberately nominated for sheriff 
men who were known not to want the 
office, in order that the chamber might 
be replenished with the fines.? 

| The last group of receipts noted in the 
chamberlain’s account was of money de- 
posited in the chamber by will of a de- 
ceased citizen who left his estate to a child. 
This was the famous “orphans’ fund,” 
of which the city was trustee during the 
heir’s minority. The child became the city’s 
ward, and the court of aldermen ordered 
payments from the chamber for board and 
lodging for the child, and payments for 
the ward’s education. If the child were a 
boy he was apprenticed out to a master at 
the proper age. If the ward were a girl, 
her bridegroom must be approved by the 
court of aldermen. When the heir reached 
legal age his portion, upon which in the 
meantime the city had allowed interest of 
six per cent, was paid over to him by the 
chamberlain. £16,842 was deposited to the 
orphans’ fund in 1633, not far from the 
ten-year average of £16,722. 

The receipts of the chamber for 1633, 
and the ten-year average, may now be 
listed, noting only the categories into which 
the accountant arranged them. 


Receipts of the Chamber of London 
average 
1633 1633- 
1642 
Rent income, general lands £2,080 <£ 2,072 
Rent income from bequests 949 953 
Fees for enrollment of appren- 
tices.... 404 348 
Fees for admission of freemen... 1,057 821 
Rent farms (leases of market 
rights). . 689 676 
Casual receipts ordinary... 262 i11 
Fines (penalties)......... Re 7 9 
Fines (premiums) for leases..... 480 491 


Receipts extraordinary. 
Sheriffs’ fines and payment of 

loans receivable with interest . 
Deposits to orphans’ fund..... 


5,444 8,275 


20 , 966 
16,722 


£63 ,863* £51,444 
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Under title of discharge’ the 
chamberlain noted the disbursements dur- 
ing the year, again grouping them in 
convenient categories. 

First of the expenses listed was the pay- 
ment of “salaries” to three clergymen of 
city churches who were asked to preach at 
particular functions attended by the lord 
mayor and aldermen. The amount hardly 
varied from year to year, averaging £61 
for ten years. 

The second group, rent expense or 
“rents and quit rents,” included payments: 
for rent of land on which stood the Royal 
Exchange, the pesthouse, and the water 
conduit just outside the city; for water 
piped into the Guildhall and into various 
residences furnished to city officials; and 
for rent of a wharf on the Southwark side 
of the river for the city’s use. Total rent 
expense, £160 in 1633, remained constant 
for several years at a time, but changed 
radically from one period to another. 

A group of expense items called “‘inward 
fees’”’ consisted of payments of salaries to 
certain city officials. The recorder was paid 
£80, the chamberlain £50, the common 
sergeant and the comptroller of the cham- 
ber £40 each. The lowest salary was £8 13s 
4d, paid to the sword-bearer’s ‘“‘man”’ and 
to the common crier’s “man.” The com- 
mon hunt received several fees, as noted 
by the chamberlain’s account: 

“to Gregory Oldfield, common hunt, for his year’s 
fee, £10; and more to him in consideration of his 
house for his better relief, £5; and more to him 
toward his charges in keeping the city’s kennel of 
hounds, £14; and more to him for keeping a long- 


winged hawk and a kennel of good spaniels, £3 
6s 8d.” 


The total of the inward fees in 1633 was 
£883, and precisely the same amount was 
paid in each of the ten years examined. 


2 Thirty-nine were fined £400 each for the office of 
sheriff between April 30 and August 27, 1639. Tradition 
has it that the present Mansion House, the residence of 
the lord mayor, was built in 1715 with sheriff’s fines. 

* Omitted the balance brought forward, which would 
bring the total up to £98,119. 
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Payments to various skilled and un- 
skilled workers regularly employed by the 
city were recorded in the group of expenses 
called “outward fees.”’ The city carpenter, 
city plumber, mason, bricklayer, printer, 
drummer, bell man, barge master and men- 
der of clocks received regular fees, as did 
legal counsel retained by the city. Ringers 
of market bells, cleaners of sewers, keepers 
of conduits, ‘ id weighers at city scales also 
figured in the list, as did various pension- 
ers. The amount so paid in 1633 was £667, 
slightly under the ten-year average. 

Weekly wages of workmen, such as 
plumbers, plasterers, masons, carpenters 
and laborers, casually hired to keep the 
various city properties in repair, were set 
apart in a distinct group, the cost of such 
labor in 1633 totalling £745. The average 
for the decade was £874. 

Building supplies—bricks, tile, lumber, 
lead, pipe, nails, hinges, glass and the 
like—cost the city £1,072 in 1633 and 
averaged £1,239 for ten years. 

The next group of expenses, called 
“extraordinary works,” included unusual 
repair and replacement costs. Gravelling 
the walks in Moorfields, rebuilding part of 
a city gaol, repairing the city wall, extend- 
ing the distribution of water—of such 
costs was this group composed. Expendi- 
tures for this purpose in 1633 ran to £1,221 
half again as much as the 1633-1642 
average. 

Under the title ‘necessary charges and 
expenses of divers kinds’ were included 
costs such as: repairing and refashioning 
the city’s plate; new banners for the city 
trumpeters; a dinner for the auditors of 
the annual account; fuel for use at the 
Guildhall; boots for certain workers on the 
city payroll, eleven of whom were provided 
with footwear as part of their pay; and 
"a new chair for Mr. Chamberlain.” Such 
costs, which might be called incidental 
Guildhall expenses, amounted to £225 in 
1633, which was slightly higher than was 
usual. 
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The next group, called “foreign charges,” 
included a variety of expenses, some of 
them ordinary and recurring, others which 
would occur only once. Here are such items 
as payments: to the parish clerks for 
weekly reports of christenings and burials; 
to porters, pages and barge masters by 
way of tips when the lord mayor was 
knighted; to special pleaders in suits at 
law to which the city was party; to the 
poor in certain city parishes; and to printers 
and stationers for office supplies. Here are 
payments for bounty on otters’ heads, to- 
ward there pair of St. Paul’s Cathedral 
for barge and horse hire, and of impost on 
fifty tuns of wine given to the lord mayor 
and aldermen each year. The costs of 
journeys by city officials on city business 
are set forth in rich detail, even to a half 
crown paid “to a young maid who came 
there with a basket of cherries’? when the 
lord mayor and aldermen visited the queen 
at Richmond. Unusual costs which appear 
in later accounts but not in that for 1633, 
such as making up deficits in ship-money 
levies that individual taxpayers refused to 
pay, and expense of military preparations 
as the civil war approached, should not 
have been paid by the city but by individ- 
ual citizens. The foreign charges varied 
between a low of £4,394 in 1638 and 
£36,241 in 1639, the ten-year average of 
£12,183 being £4,500 more than was paid 
out in 1633. 

Annual gifts at the New Year, of cash 
or wine or loaves of ‘‘double refined sugar,” 
were made to various royal officials, and 
four tuns of wine were allowed to the lord 
mayor. The cost of such gifts in 1633, 
£175, was slightly above the average for 
the period. 

Various crown and city officials received 
gifts of ‘winter livery” or official gowns to 
be worn on state occasions. Others received 
money in lieu of the gowns. This expense 
cost the city, on the average, about £346 a 
year. 

The category called ‘allowances 
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cluded fees allowed to clerks in the cham- 
berlain’s office for drawing up the annual 
account, deductions for “‘base and counter- 
feit’”” money paid into the chamber, and 
repayments made to apprentices who had 
been overcharged for enrollment under a 
master. A considerable item provided for 
deductions from rents earlier supposed to 
be collectible but now written off because 
the tenant ‘died very poor” or left the 
city. Allowances in 1633 totalled £106, but 
the ten-year average was three times as 
much. 

The next group of issues is that of money 
lent out of the chamber to individuals and 
companies at interest for six or twelve 
months. Sums lent amounted to: £28,330 
in 1633, £15,784 in 1634, £18,902 in 1635, 
£16,300 in 1636, £1,900 in 1637, £2,400 
in 1638, £10,651 in 1639, none in 1640, 
£400 in 1641, and £2,740 in 1642. Of the 
£28,330 lent during 1633, £12,200 was 
lent at seven per cent, £10,550 at six and 
a half per cent, £1,700 at six, £1,500 at 
five, £1,500 at three and a half, and £880 
was lent interest free. Money on loan at 
such rates would bring the city an interest 
income of £1,769 per year, while its pay- 
ment of six per cent upon the money to 
orphans would cost the city £1,730. The 
court of aldermen, which must approve 
all loans from the chamber, exposed itself 
to criticism in not charging at least as 
much as it paid and so permitting the 
standing debt, perennially a worry after 
1625, to continue to rise. 

Payment to orphans who had reached 
maturity during the year of the money 
held in trust for them by the city was the 
next category noted in the annual account. 
The amount so paid over in 1633 was 
£20,258, slightly above the ten-year 
average. 

Then followed money paid out for 
“orphans’ findings,’ the term used to 
indicate the cost of “finding” or providing 
lodging for the orphan during the period of 


minority. Money paid out to various 
citizens in whose homes such orphans lived 
amounted in 1633 to £8,281. The average 
for the decade under review was £7,941. 

Designated charities, for which bequests 
of land had been made to the city, cost 
about the same each year, about £120. 

The last group of payments listed in the 
annual account included the costs of 
maintenance of the lands belonging to the 
lordship of Finsbury, which the city leased 
from the dean and chapter of St. Paul’s. 
While the city obtained a rent income of 
£205 per year from these lands, it paid 
out about £100 to maintain them. 

A summary may now be made of the 
expenditures in 1633 and of the averages 
for the decade, the groupings made by the 
chamberlain being retained in the follow- 
ing statement: 


Disbursements from the Chamber of London 


average 
1633 1633- 
1642 
Rent expense (‘‘rents and quit 
Wages and salaries 
Salaries of clergymen....... 63 61 
Salaries at Guildhall (“inward 
883 883 
City salaries other than Guild- 
hall (‘outward fees”). .... 667 688 
Weekly wages.............. 745 874 
Building supplies and materials. 1,072 1,239 
Repair and replacement costs. . . 1,221 820 


Incidental Guidhall expenses 

(‘necessary charges and ex- 

penses of divers kinds”). . 225 156 
Extraordinary expenses (“for- 


7,683 12,183 
175 154 
Gifts of livery cloth and money. 339 346 


Money lent at interest........ 


Orphans’ money returned...... 20,258 19,007 
Orphans’ findings. . 8,281 7,941 
Charities: payments ‘made from 

income on bequests......... 114 119 
Payments out of the rents of 

lands of the lordship of Fins- 


£70,434 “£54,707 

When the receipts and disbursements for 
1633 are compared, it will be seen that 
revenue failed by £6,571 to cover expendi- 
ture. It may be noted, too, that average 
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income over the decade fell short by £3,263 
of meeting average outgo. 

The chamberlain appended to his an- 
nual account a schedule of all debts owing 
to the city, classifying them as loans 
receivable, unpaid fines for alderman and 
sheriff, unpaid fines for leases of city lands, 
and unclassified or ‘‘other’’ debts. 

Under loans receivable are shown the 
name of the borrower, maturity date of the 
loan, the principal, rate of interest, and 
interest accrued on every note in the 
chamberlain’s file. Here are loans past due 
for as far back as 1616, although the 
number is remarkably small. The amount 
owing to thecity in 1633 on loans receivable 
was £129,221 in principal and £17,523 in 
unpaid interest, £146,744 in all. Of this 
amount, £44,000 in principal was money 
borrowed from the chamber by individual 
Londoners who had lent the king £60,000 
in 1625. Another £5,000 in principal and 
£2,000 in interest were on loans that were 
past due and not renewed. Many of them 
were being paid off bit by bit. The rest of 
the loans may be considered as current. 
Loans receivable plus accrued interest 
amounted to £146,744 in 1633, £142,877 in 
1634, £132,383 in 1635, £124,090 in 1636, 
£117,607 in 1637, £116,678 in 1638, 
£92,473 in 1639, £80,332 in 1640, £70,523 
in 1641, and £70,019 in 1642. The average 
was £109,373. 

The next class of debts owing to the 
city was of those arising from fines for 
the office of alderman and sheriff, of which 
over £7,000 were outstanding in 1633. It 
was usual for these to be paid in install- 
ments, but £1,200 of them were six years 
or more old, one going back to 1619. The 
amount of such debts outstanding in 
1639 and 1640 was over £22,000. 

Debts arising out of fines for leases 
were owing to the city in 1633 to the ex- 
tent of £812, but in 1642 as much as 
£3,731 was owed on such account. Like 
the fines for city office, these amounts 


were paid off in installments. 

An examination of various “‘other debts,” 
which totalled £17,077 in 1633, reveals 
several items of interest. The largest item 
for £9,335, was the amount paid out of the 
chamber to meet the cost of putting twenty 
ships to sea in 1626 in the war against 
France. The £18,000 which the ships 
cost was levied upon householders, but 
they refused to pay to the extent of £9,335 
and the amount was “borrowed” from the 
chamber until the tax could be collected. 
It never was collected, the same amount 
appearing in the accounts every year 
through 1648. It was carried on the books 
until 1655, along with other ship money 
uncollectible in the city, after which it 
was regarded as “desperate” or hopeless. 
Of a different nature were debts totalling 
£4,672 which arose by the city’s payment 
of coat and conduct money for troops 
pressed for the army between 1624 and 
1628. The exchequer should have reim- 
bursed the city, but did not do so, These 
debts, too, were carried until 1648, after 
which they were included in the “account 
for martial causes,” along with costs of the 
civil war. After 1655 they no longer appear 
in the annual account. In this category, 
too, are noted arrears of £497 of rents on 
city lands prior to 1625. They were carried 
up to the 1636 account, in which they 
appear with the marginal notation: “not 
thought fit to be any longer entered here- 
after.” After enumerating a score of small 
debts of varying age but still hopefully 
carried as “‘sperate debts,” the chamber- 
lain closes this category with the words: 
“also divers other debts owing to this 
city as in the thirteenth account [1615] of 
Mr. Cornelius Fish, late chamberlain, 
appeareth, which are not thought fit to be 
continued any longer from account to 
account.” 

Finally, the chamberlain enumerated 
the debts owing by the city, of which only 
one, the largest, may be noticed here. The 
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city in 1633 was holding in trust for 
orphans approximately £180,000. The 
amount declined slowly until 1648, and 
then fell sharply during the Cromwellian 
period, going below £100,000 in 1658. 
After the restoration it rose again to the 
pre-Civil War normal. 

The chamberlain’s accounts for the 
decade preceding the outbreak of the 
Civil War reveal the sources and volume of 
revenue enjoyed by London, and the uses 
for which that revenue was spent. An 
examination of these accounts seems to 
justify certain conclusions. 

During the decade under review the 
city was running into debt at the rate of 
over £3,200 a year, and that in spite of 
a studied policy of forcing contributions, 
by way of fines for alderman and sheriff, 
in an effort to bring income and output 
into balance. The chamber had reaped 
£17,600 from such fines in 1639. There 
were two chief causes for the rising debt, 
both of which had been called to the atten- 
tion of the court of aldermen by a com- 
mittee of its own members in 1627. The 
first was an easy loan policy, by which 
money was lent to merchants and com- 
panies at the same rate or even at a lower 
rate than that allowed by the city to the 


orphans whose money it was. The sec- 
ond cause was the willingness of the 
city government to pay out of the chamber 
costs which should have been borne by 
taxpayers. Furnishing ships to the navy 
in time of war, extending the water supply, 
rebuilding city gaols, paying military 
expenses in time of war—such costs should 
not have been met from the chamber. 
There was rapidly developing a need 
for a settled tax revenue. Income from 
traditional sources not being sufficient 
to meet even regular expenses, the city 
followed the practice of exacting a special 
levy for unusual expenditures. But evasion 
and resistance to such special assessments 
were hard to overcome. The city had to 
accept the burden of seizing and marketing 
goods from those unwilling to pay, or 
must find satisfaction in the courts through 
actions for debt. This was a slow and 
costly way to collect revenue. There needed 
to be built up a habit of paying regular 
rates, an attitude of mind in the Londoner 
in which he would accept the financial 
responsibility of citizenship. Until a reve- 
nue far in excess of that in the decade 
preceding the Civil War could be assured, 
the chamber of London must continue to 
sink ever deeper into debt. 
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FORFEITED CAPITAL STOCK 
SUBSCRIPTIONS’ 


RICHARD H. HoMBURGER 


EW STOCK of a private corporation 
N may be issued for cash or other 


consideration payable immediately 
or it may be offered for subscription, with 
the provision that payment is to follow 
at a later date. If a subscriber to capital 
stock does not pay for his shares at the 
time when such payment is due, his shares 
may be forfeited to the corporation, 
depending on the Jaw of the state of 
incorporation, the provisions of the corpo- 
ration’s charter, and on the particular 
situation. 

Various accounting methods have been 
designed to record the transactions inci- 
dental to such forfeiture of stock sub- 
scriptions on the books of the issuing 
corporation; however, the treatment of 
these cases is not uniform. The main 
difficulty lies in the fact that the procedure 
for forfeiture of subscriptions is largely 
governed by statutory law and that the 
statutes of the different states contain 
different rules on the subject. This situ- 
ation is further complicated in that some 
of these rules are open to different inter- 
pretations, in that certain questions of 
law have been decided differently by differ- 
ent courts even under the same statute. 
Finally, difference of opinion as to how 
far accounting procedure should be adapted 
to statutory rules may lead to different 
results. 

It is attempted here to analyze the legal 
factors involved in order to find an account- 
ing procedure best suited to show on the 
corporation’s books those facts which are 
financially relevant. 


_ | This article is based on a thesis presented in 1946 
in fulfillment of the requirements for the Master’s degree 
at Columbia University. 


REVIEW OF STATUTORY PROVISIONS 
General classification. 


Some statutes do not provide for for- 
feiture of subscriptions at all or leave its 
regulation to the by-laws of the corpora- 
tion. Of those states making some provision 
for forfeiture, the majority requires that 
the delinquent shares be offered for sale 
at auction before they can be forfeited. 
A smaller group of states (New York, 
Texas, District of Columbia) does not 
provide for an offer at auction sale before 
forfeiture. Colorado, Illinois and Indiana 
give the corporation an alternative be- 
tween immediate forfeiture and sale at 
auction. Under those statutes where the 
delinquent’s shares are sold at auction the 
delinquent is entitled to any surplus col- 
lected from the sale over all charges due 
on the shares plus the costs of the sale 
while, on the other hand, he remains liable 
for any deficiency. (See the statutes of 
Massachusetts, Mississippi, Kansas, and 
Idaho.) 

Of those statutes providing for a public 
sale of delinquent shares, some require 
sale to the highest bidder, whether or not 
the bid is sufficient to cover all charges due 
on the shares plus the costs of the sale. 
(Florida, New Jersey, and Mississippi.) 
The majority, however, provides that 
where no bid is received sufficient to cover 
all such charges and costs, the shares of 
the delinquent subscriber shall be for- 
feited to the corporation. Under Massachu- 
setts law, in case of such a deficiency, the 
stock may or may not be sold; if, however, 
the stock is not sold, it is nevertheless 
not forfeited to the corporation. The 
delinquent subscriber, if he pays all instal- 
ments and charges due, is entitled to the 
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shares and, on the other hand, remains 
liable for the amount due on the shares; 
if the shares are sold, he is liable only for 
the deficiency. 


Delinquent’s liability after forfeiture. 
Another question to be raised is whether 
the forfeiture has also the effect of releasing 
the delinquent subscriber completely of 
his liability for the unpaid balance due on 
the shares, or whether he remains liable in 
spite of the forfeiture. The leading opinion 
in this country is that he is completely 
released but the issue is controversial. 
Courts in Michigan, New York, California 
and other states have held differently, 
an Illinois court has ruled that the con- 
tinued liability of the delinquent subscriber 
after forfeiture could arise from the issuing 
corporation’s charter, and this continued 
liability may even follow directly from the 
provision of a state law.” (See theKentucky 
law, par. 271, 110.) It follows that the 
accountant, when formulating his pro- 
cedure for the recording of forfeited 
subscriptions, does well to consider not 
only the statutory provisions of the partic- 
ular state, but also the leading opinion 
of the law courts and even the charter 
provisions of the issuing corporation. 


Bidding-in provisions. 

Under some statutes the corporation is 
expressly allowed to bid in the shares of the 
delinquent subscriber at the auction sale 
provided for by law; the majority of those 
statutes provides, however, that in this 
case the corporation must pay all charges 
due on the shares. (North and South 
Dakota, Nevada, Montana.) A further 
condition is that the bidding-in must not 
affect the rights of creditors and stock- 
holders, the implication being that such 
a purchase may be paid only out of avail- 
able surplus and must not impair the legal 


2S. D. Thompson, Commentaries on the Law of 
Private Corporations, 1927, p. 623. 


capital of the corporation. The statute of 
Maine makes express reference to this 
condition, but it also follows from the 
general principle of protecting stockholders 
and creditors of the corporation. 


Liability of previous owners. 


Where shares subscribed were trans- 
ferred by the original subscriber before 
they were fully paid,the Massachusetts law 
provides that if the corporation choses to 
proceed by action at law against the delin- 
quent shareholder, and if a judgement 
against the delinquent shareholder remains 
unsatisfied for thirty days, the original 
subscriber shall be liable to the corporation 
for the amount due. From the accounting 
angle, however, this subsidiary liability 
of the original subscriber does not call 
for any special procedure. Previous share- 
holders can be identified from the records 
of the corporation, and as long as a present 
shareholder’s liability to the corporation 
still exists there is no need to keep a 
futher record of any subsidiary claims 
against others in case of failure of present 
shareholders. When such failure occurs a 
transfer of the claim can be made on the 
books by crediting the present shareholder 
now dismissed and by charging the person 
under subsidiary liability. 


ACCOUNTING PROCEDURE 
UNDER STATUTES 


Completed auction sale to outsiders. 


When the delinquent subscriber’s shares 
are sold at an auction, the delinquent is 
always entitled to any surplus collected 
from the sale, and he remains liable for 
any deficiency. Therefore, if a deficiency 
arises, it should be charged to accounts 
receivable—delinquent subscribers. A surplus 
arising from the auction sale should be 
credited to accounts payable—delinguent 
subscribers. Aside from this, subscription 
and auction sale are recorded in the usual 
manner: A subscriptions receivable account 
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is charged with the price of the original 
subscription and credited for the amount 
paid by the subscriber. The remaining 
debit balance in the subscriptions receivable 
account due to the failure of a subscriber 
is closed out after the auction sale when the 
subscriptions receivable account is credited 
for the balance, cash debited for the 
amount received, and delinquent subscribers 
debited or credited for any deficiency or 
surplus arising from the auction sale. 
On the balance sheet accounis recetvable— 
delinguent subscribers should be shown 
among the current assets, and accounts 
payable—delinquent subscribers among the 
current liabilities. However, those items 
should be listed separately. 


Forfeiture of stock and instalments to the 
corporation. 


Some authors treat forfeited subscrip- 
tions as a kind of treasury stock® or even 
maintain that under some statutes they 
are treasury stock.* However, no reference 
to that effect can be found in any of the 
existing statutes. On the other hand 
treasury stock is generally recognized as 
that kind of stock which was once issued 
as fully paid and later reacquired by the 
corporation. Forfeited stock was never 
fully paid and, from the financial angle, 
never issued. It is, therefore, unissued 
stock and should be treated accordingly, 
that is capital stock subscribed should be 
charged for the par or stated value of the 
forfeited shares, the delinquent subscriber 
credited for the balance owed by him, and 
surplus from forfeited subscriptions credited 
with the amount of payments made by the 
delinquent subscriber and not refunded to 
him. If the forfeited shares are later re- 
issued at a discount, such discount may 
be charged to surplus from forfeited sub- 
scriptions. If it is desired to keep a separate 

*S. G. Winter, Advanced Parinership and Corpora- 
ton Accounting, 1934, pp. 87 fi. 


*R. B. Kester, Advanced Accounting, 1946, p. 453. 


record of forfeited shares, an account 
forfeited subscriptions is charged with the 
par or stated value of the forfeited shares. 
In this case the balance sheet could show 
the amount of stock originally subscribed, 
less the amount of stock forfeited, and the 
remaining balance of the stock subscribed. 
The surplus from forfeited subscriptions 
is shown as a part of capital surplus. If the 
forfeited shares are reissued at a discount 
exceeding the surplus from forfeited sub- 
scriptions, such excess may be carried in 
an account called deficiency from forfeited 
subscriptions; the balance of this account 
may be charged to capital surplus. 
Where the delinquent subscriber re- 
mains liable to the corporation for any de- 
ficiency even after forfeiture of his shares, 
it seems best to credit surplus from for- 
feited subscriptions with the full par or 
stated value of the forfeited shares, debit 
capital stock subscribed with the same 
amount, and transfer the balance of the 
subscriber’s account to accounts receivable 
—delinquent subscribers. Upon reissuing 
the forfeited shares for cash at a discount 
such discount is then charged to surplus 
from forfeited subscriptions. The remain- 
ing balance in the latter account releases 
the delinquent subscriber from his lia! ility 
to the extent of such balance; his account 
is credited and surplus from forfeited sub- 
scriptions debited. It follows that the de- 
linquent subscriber remains charged on 
the books, if the cash received from the re- 
issue is less than the amount of his debt to 
the corporation. If the forfeited shares are 
reissued under an instalment plan, it is 
apparent that the old delinquent will be 
liable not only for the deficiency arising 
from any discount allowed to the new sub- 
scriber but also for the deficiency arising 
from the failure of the new subscriber to 
pay for the shares when such payments are 
due. However, in such a case the new sub- 
scriber is primarily liable and no cognizance 
would be taken on the books of the old 
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delinquent’s subsidiary lability at the 
time of the new subscription. 

If the state law requires that the for- 
feited shares shall be reissued within a cer- 
tain time after forfeiture, and the de- 
linquent not only remains liable for any 
deficiency but is also entitled to any sur- 
plus collected from the resale, the par or 
stated value of the forfeited shares would 
not be charged to capital stock subscribed 
but better to a special account forfeited 
subscriptions to be reissued. A surplus col- 
lected from the resale would be credited to 
accounts payable—delinquent subscribers. 


Purchase by issuing corporation. 


Shares bid-in by the issuing corporation 
for the purpose of resale are properly re- 
corded as treasury stock, under a suitable 
account title such as treasury stock from 
unpaid subscriptions. As generally the 
legal capital of the corporation must not 
be impaired by such a purchase, earned 
surplus or, if such is not available, capital 


surplus should be restricted in the amount 
of the charges assumed by the corporation 
in connection with the purchase. For this 
purpose earned surplus restriction for treas- 
ury stock is debited and the delinquent sub- 
scriber’s account credited. A debit to 
treasury stock and a credit to legal capital 
for acquired stock in amount of the par or 
stated value of the shares acquired shows 
in memorandum form that the legal capi- 
tal has not been impaired.® On the balance 
sheet, treasury stock from unpaid sub- 
scriptions may be shown as part of the 
stock issued but under separate heading. 

If there is no intention to resell the share 
bid-in, an account retired subscriptions 
may be charged instead of treasury stock. 
As long as the corporation’s legal capital 
has not been reduced such retired sub- 
scriptions may be shown on the balance 
sheet as part of the stock subscribed, under 
separate heading. 

5 For this method of recording treasury stock pur- 


chased, see R. B. Kester, Advanced Accounting, 1946, 
pp. 449 ff. 
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THE TEACHERS’ CLINIC 


S. Paut GARNER 


Eprror’s Nore: Many of the experienced teachers, as well as some of the new ones, have developed 
devices and techniques for the presentation of certain of the knotty aspects of accounting, and it is 
felt that such suggestions might well be made available to the other members of the teaching profession 
through The Teachers’ Clinic. Accordingly, contributions are hereby invited. Please address all corre- 
spondence to S. Paul Garner, School of Commerce and Business Administration, University, Alabama. 


JUSTIFICATION OF AND EXPLANATION OF SINKING 
FUND RESERVES 


G. ARNOLD LOGAN 
University of Denver 


Many students in elementary accounting 
courses and a smaller number in interme- 
diate accounting, during the period de- 
voted to the study of bonds payable and 


of years with the equally clear implica- 
tion that such earnings must be left in the 
business (rather than distributed as divi- 
dends)—in other words, that the stock- 


the related topics of discount and premium 
on bonds, bond sinking funds and reserves 
for bond sinking funds raise the question: 
“Why have a sinking fund reserve in addi- 
tion to a sinking fund?”’ 

A majority of the members of each class 
will usually accept and clearly understand 
the instructor’s explanations: (1) that the 
sinking fund alone merely segregates cash 
for a designated purpose (the eventual re- 
tirement of the bonds) without restricting 
in any way the distribution of other cor- 
porate funds in the form of dividends so 
long as such funds exist and are accom- 
panied by the presence of a credit balance 
in the surplus account; (2) that the ac- 
cumulation of a sinking fund is a clear indi- 
cation that the stockholders propose to 
pay off the bond issue from funds accumu- 
lated out of current earnings over a period 


holders’ investment in the business will be 
increased year by year until the total 
amount of the increase equals theamount of 
the bonds payable; (3) that the accumula- 
tion of a sinking fund reserve by appropri- 
ations from free surplus is the most effec- 
tive way of safeguarding such retained 
earnings from stockholders. 
Three assumptions are made for the sake 
of clarity and simplicity of illustration: 
1. That $20,000 has been found to be a desir- 
able minimum bank balance to handle 
seasonal peaks without borrowing. 
2. That thestockholders have elected to leave 
a permanent credit balance of $5,000 in 
surplus (unless encroached upon by net 
losses) but feel that everything in free sur- 
plus over $5,000 should be distributed in 
dividends. 
3. That the corporation is able to earn a net 
profit of $10,000 each year which through 
the turnover of inventories, receivables, and 


Corporate Balance Sheet 
(Immediately after floating bond issue used to purchase buildings) 


Assets 
40,000 
Plant and 160,000 
$250,000 


Equities 


Bonds Payable (10 years)................ 75,000 
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payables shows up as an increase in cash and 
surplus at the end of each year (no other 
accounts being changed in the process). 


The illustration is now carried through 
three years to compare the accounts and 
the general condition of the company 
under: 

Policy I—The company accumulates a 
sinking fund but no reserve. 

Policy II—The company accumulates 
both fund and reserve. 


POLICY I 

ist year entries: 
. To introduce the $10,000 profit 
. To deposit $7,500 in sinking fund 
. No entry 

d. To declare $10,000 dividend 

e. To pay $10,000 dividend 
2nd year entries: 

a, b, c, d, e—same as for 1st year 
3rd year entries: 

a, b, c—same as previous years 

d. To declare $7,500 dividend 

e. To pay $7,500 dividend. 


an & 


The illustration is presented in ‘“T”’ ac- 
count form with the two “policies” most 
effectively presented by setting them up 
on adjacent black boards. By the end of the 
third year the contrast between the two 
policies has become clearly defined. The 
corporation pursuing Policy I has been 
stripped of its cash leading perhaps to bor- 
rowing, interest expense, and lower net 
profits in the future. Future dividends 
must obviously be curtailed to the level 
of those steadily paid under Policy IT’”— 
probably even smaller dividends would re- 
sult from the inevitably reduced profits. 
The company’s operating condition has 
suffered badly even though it is the proud 
possessor of a $22,500 sinking fund (un- 
touchable for operating purposes). 

The corporation following Policy IT will 
be seen to be in the same good condition 
in which it started the first year’s opera- 
tions. Its smaller but steady dividends can 
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be maintained throughout the entire ten 
year period during which the retirement of 
the bonds is being anticipated. 

The ‘‘T” accounts at the end of the 3rd 
year will be as shown at top of facing page. 

The illustrative problem as presented 
above requires from thirty to forty minutes 
depending upon the amount of discussion 
stimulated. 

The instructor should take pains to 
point out that formal reservations or ap- 


POLICY II 

ist year entries: 

a. Same as for Policy I 

b. Same as for Policy I 

c. To appropriate $7,500 for sinking fund 

reserve 

d. To declare $2,500 dividend 

e. To pay $2,500 dividend. 
2nd year entries: 

a, b, c, d, e—same as for 1st year 
3rd year entries: 

—same as Ist and 2nd year. 


propriations of free surplus are not essen- 
tial to the attainment of the objectives 
gained under Policy II. The accumulation 
of a large free surplus balance at the rate of 
increase of $7,500 per year will accomplish 
the same results. Such accumulation of free 
surplus represents a program of voluntary 
self-denial on the part of the stockholders. 
Such a program may be difficult to support 
over a prolonged period especially when 
changes occur in the personnel of the 
stockholders and board of directors. A 
program of annual appropriations of sur- 
plus for the sinking fund reserve, when 
stipulated as one of the conditions of the 
bond indenture, generally will be found 
easier to execute with less stockholder 
resistance. 

Although not an integral part of the 
problem illustrated above an excellent 
opportunity is afforded thereby to illus- 
trate the special entries required at the 
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The Teachers’ Clinic 


POLICY I POLICY II 
Cash Sinking Fund Cash Sinking Fund 
B 20,000 | 1b 7,500 1b 7,500 B 20,000 | 1b 7,500 1b 7,500 
1a 10,000 | le 10,000 2b 7,500 la 10,000 | le 2,500 2b 7,500 
2a 10,000 | 2b 7,500 3b 7,500 2a 10,000 | 2b 7,500 3b 7,500 
3a 10,000 | 2e 10 ,000 (Balance 3a 10,000 | 2e 2,500 (Balance 
—— | 3b 7,500 22,500) (Balance 3b 7,500 22,500) 
3e 7,500 20,000) | 3e 2,500 
Receivables Inventories 
Receivables Inventories 
ag B 30,000 B 40,000 
B 30,000 | B 40,000 | Plant & Equipment Current Payables 
__Paat& Equipment Current Payables B 160,000 | B 45,000 
B 160,000 | B 45.000 Bonds Payable Dividends Payable 
Bonds Payable Dividends Payable B 75,000 le 2,500} 1d 2,500 
2e 2,500 | 2d 2,500 
B 75,000 te 10,000} 1d 10,000 3e 2,500 | 3d 2,500 
2e 10,000 | 2d 10,000 
3e 7,500] 3d 7,500 Capital Stock Free Surplus 
B 125,000 1c 7,500} B 5,000 
Capital Stock Free Surplus id 2,500 | 1a 10,000 
= : 2c 7,500 | 2a 10,000 
B 125,000 id 10,000/ B 5,000 2d 2,500 | 3a 10,000 
2d 10,000 | 1a 10,000 3c 7,500 | (Bal. 5,000) 
3d 7,500 Sinking Fund Reserve 
000 
lc 7,500 
2c 7,500 
3c 7,500 
(Balance 
22,500) 


end of the tenth year (Policy IT). 

10. f. To return the sinking fund (cash 
and/or securities) to the general cash ac- 
count. 

10. g. To retire the bonds. 

10. h. To return the sinking fund reserve 
to free surplus. 

10. i. The possible (and highly appro- 
priate) disposition of the large free surplus 
by means of a stock dividend. The free sur- 
plus reached the total of $80,000 through 
the enforced retention of earnings in the 
business. In other words the stockholders, 
by foregoing dividends, have invested an 
additional $75,090 in the business. They 
are entitled to receive additional capital 
stock as evidence of their increased invest- 
ment, should they so elect. A dividend in 
any other form is not likely to be feasible, 
even if possible. 


It may also be pointed out that the ac- 
cumulation of an adequate sinking fund 
reserve, in the absence of a contractual 
requirement calling for a sinking fund 
will (without a sinking fund) place the 
corporation in a better position to retire 
the bonds when they mature and to con- 
tinue successful operations than would be 
likely if the sinking fund alone is built up 
without an accompanying reserve. There is, 
of course, the danger that the “protected” 
increase of $75,000 in assets may be in- 
vested, to greater or less degree in non- 
current assets during the ten year period. 
The Board of Directors, intelligent enough 
to accumulate the assets and the surplus to 
accomplish the desired objective, would 
certainly be alert enough to lay down in- 
vestment rules which would avoid danger- 
ous pitfalls. 
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TEACHING THE APPLICATION OF FUNDS STATEMENT 


CHARLES T. ZLATKOVICH 
University of Texas 


Solution of application of funds state- 
ment problems seems to be accomplished 
by many students more as a result of their 
memorization of rules and processes than 
because they have a basic understanding 
of what the statement seeks to accomplish. 
The student who understands the essential 
nature of the funds statement is not baffled 
easily when confronted by a unique situa- 
tion which his previous homework or class- 
room demonstration problems did not par- 
allel. In an effort to achieve the desired 
sound grounding in fundamentals of funds 
statements the writer has reduced his first 
class discussions to a very elementary level. 

The result has been more satisfactory 
than previous efforts to teach the topic by 
conventional and more erudite approaches. 
The extreme simplification process is pre- 
sented primarily on the blackboard. Need- 
less to say the remarks and observations 
are not as terse as they have been made 
below. 

Stage 1. The student is asked to assume 
the existence of a newly formed radio 
broadcasting corporation which leases its 
studio and equipment. Before engaging in 
operations its balance sheet consists of: 


Observations: The normal tendency of 
profits is to increase working capital by 
the same amount (exceptions will be noted 
later); an increase in working capital is an 
application of funds. 

Stage 3. The owners decide it might be 
more profitable to own the fixed assets; 
so the leasing arrangement is discontinued. 
New fixed assets costing $25,000 are ac- 
quired; to help finance purchases, $20,000 
additional stock is sold. The $200 accrual 
was paid. The new balance sheet would 
show: 


(See top of facing page) 


Observations: Payment of a current li- 
ability has no effect on working capital; a 
working capital decrease constitutes a pro- 
vision of funds. 

Stage 4. Revenues for the next oper- 
ating period were $5,000 billed, of which 
$4,000 was collected. Expenses paid con- 
sisted of $1,000 wages and $400 property 
taxes; other expense incurred was $700 
depreciation. The next balan-e sheet would 
show: 


(See second table on facing page) 


Q 
2 


Working capital = $10,000. 


Stage 2. After revenues of $5,000 are 
collected and expenses of $1,000 wages and 
$2,000 rental have been incurred, if all but 
$200 of the expenses were paid in cash, the 
balance sheet would appear as follows: 


Observations: Obviously the important 
point of Stage 4 is that depreciation must 
be added to profits to arrive at total source 
of funds. The subject of dividends was 
deliberately delayed so that this one point, 


Working capital = $12,000, an increase of $2,000. 
Funds applied = $2,000 to working capital increase. 
Funds provided = $2,000 profit for period. 


| Accrued wages 


Stage 3 


Cash. . 
Fixed a 


Workin 
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Stage 
$ 7,000 | Capital $30,000 
Working capital = $7,000, a decrease of $5,000. 
Funds applied = $25,000 to the purchase of fixed assets. 
Funds provided = $20,000 by the sale of stock; $5,000 by the decrease of working capital. 
Stage 4 


Working capital = $10,600, an increase of $3,600. 
Funds applied = $3,600 increase in working capital. 


Funds provided = $2,900 by profits and $700 by depreciation. 


somewhat baffling to many students the 
author has found, would stand out. 

At this point it may be desirable to con- 
tinue the above technique but to set up a 
new illustration involving a merchandising 
activity. 

Stage 1. The beginning balance sheet was 
as follows: 


Observations: Through these relatively 
simple summary transactions the effect of 
income and expense transactions on work- 
ing capital can be emphasized; net profits 
were exactly equal to working capital 
changes until the depreciation was re- 
corded. 

Stage 3. Assume the same starting point 


Buildings & fixtures......... 
Building site............ 


Working capital = $4 ,000. 


Stage 2. Purchased $6,000 of merchan- 
dise on account; sold merchandise costing 
$5,400 on account for $8,000. Made pay- 
ments on account of $4,000; collected 
$6,000 on account. Expenses paid in cash 
amounted to$2,000; depreciation was $100. 
Paid a cash dividend of $1,000 (using en- 
tire surplus). Balance sheet would then 


as for Stage 1 of this second series. Assume 
also the same transactions as are given for 
Stage 2 plus two additional transactions: 
a. Parking lot was sold for $1,200 cash, 
the gain being taken up through profit 
and loss; b. A bad debt reserve of $50 was 
provided, but no accounts were written off. 
The balance sheet then shows: 


appear as follows: (See top of next page) 

Buildings & fixtures.............. $7,000 500 
Less depr. reserve. 100 6,900 

1,000 


Working capital = $3,600, a decrease of $400. 
unds applied = $1,000 to payment of dividend. 


Funds provided = $500 by profits; $100 by depreciation; $400 by reduction of working capital. 
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Less bad debt reserve............ 50 1,950 
Building & fixtures.............. 7,000 

Less depr. reserve. 100 6,900 


Working capital = $4,750, an increase of $750 (as compared with Stage 1). 7 
Funds applied= $1,000 to payment of dividend; $750 to increase in working capital. ; 
Funds provided = $650 by profits; $100 by depreciation; $1,200 by sale of lot (which totals $1,950), but minus $200 


for the gain on sale of lot (non-working capital credit). 


Observations: Two new points were 
brought out here. First, that increasing of 
a bad debt reserve by an offsetting expense 
charge has the same effect as any expense 
which results in the increase of current 
liabilities or the reduction of cash. Second, 
that non-working capital credits, i.e. items 
increasing income but not increasing work- 
ing capital by a like amount must be shown 
as an adjustment of the final figure on the 
income statement. 


The same technique could be carried 
further to illustrate other points. However, 
it is likely that time will not permit more 
of this “controlled transaction and few 
steps at a time” method. The writer has 
found that after use of this technique and 
a few transitional remarks the average stu- 
dent better understands the usual applica- 
tion of funds worksheet and works prob- 
lems from reason and not by rote. 


A COURSE IN CONTROLLERSHIP 


J. BRooxs HECKERT 
Ohio State University 


A very large per cent of the accounting 
graduates who remain in the field of ac- 
counting ultimately work in the field of 
industrial or private accounting. So far as 
the writer knows, there are no accurate 
statistics on this percentage but it is prob- 
ably in excess of ninety per cent. Many 
graduates go directly to industrial account- 
ing positions and many others shift from 
public to private accounting work after a 
few years of experience in the public 
accounting field. 

If the accounting graduate goes to a 
small company he may rather quickly find 
himself in a position of accounting re- 
sponsibility. He may relatively soon be- 
come the “‘head accountant.” He may in 
reality be the controller though he may 
not be glorified with that title. If he goes 
to a medium-sized or large company he 
will, if ambitious, aspire to move up 


through the “chairs” with the position of 
controller as his ultimate goal. 

Since such a large part of our graduates 
will either become controllers or be striv- 
ing toward that position, it would seem 
desirable that the curriculum should stress 
the problems and objectives of the con- 
trollership function. 

There are still hundreds of small com- 
panies ($1,000,000 to $5,000,000 volume) 
and numerous medium-sized companies 
where the function of controllership is not 
well developed due to the lack of men 
properly trained in this field. 

Much of the educational training requi- 
site for work in the field of controllership 
is provided in such conventional account- 
ing courses as accounting principles, pro- 
duction cost analysis, distribution cost 
analysis, auditing, systems, income tax, 
analysis of financial statements, budgeting, 
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etc. In addition, much valuable training is 
provided by the courses required or taken 
in the fields of economics, statistics, fi- 
nance, marketing, production, personnel 
management, insurance, and business law. 

There are, however, many problems 
met in the complex task of controllership 
to which little or no attention is provided 
in these various courses. Or, if some atten- 
tion is given to various related problems, 
the emphasis is not directed to the task 
and responsibility of the man who must 
coordinate and direct all accounting and 
statistical activity to the promotion of 
sound business policies, efficient business 
operations, and harmonious internal and 
externa] relations. 

It would seem to the writer that one of 
the final comprehensive courses in the cur- 
riculum of the university accounting major 
should well be a course in “‘Controllership.” 
To stimulate further thinking relative to 
such a course, the following outline of con- 
tents is suggested. 

PARTI 
The Function of Controllership 


Accounting in relation to management 
The work of controllership 


Part II 
Accounting Control of Operations 
General problems of accounting control—standards 
Control of sales 
Control of distribution costs 
Control of production costs 
Control of administrative and financial expense 


Control of cash and receivables 
Control of inventories 

Control of investments 

Control of fixed assets 


Control of liabilities 
Control of capital, surplus, and reserves 
Financial and operating trends and relationships 


Part III 
Accounting Reports 
Internal managerial reports 
Reports to governmental divisions and securities ex- 
changes 
Reports to creditors 
Reports to stockholders 
Reports to employees 
Reports to public 


Part IV 


Administration of Controller’s Department 


Organization of controller’s department 
Office management and personnel problems 
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Office and accounting equipment 

Physical inventory procedure 

Selection of accounting periods 

Periodic closing p ure 

Maintenance of accounting manuals 

Accounting procedure for vacation, retirement, and 
pension p 

Tax records and procedure 

ye records and procedure and self-insurance 
plans 

Corporate records and procedure 

Maintenance and destruction of accounting records 

Branch accounting procedure 


Part V 
Special Problems of Controllership 


Relation of controller and public accountant 

The controller’s contribution to industrial relations 
The controller and governmental regulations 

Uniform accounting methods of the industry 

The controller and trade association activities 
Industria] accounting societies 

The literature of industrial accounting 


In presenting the above outline, it is as- 
sumed that the subjects of internal audit- 
ing and budgeting are adequately covered 
in special courses. 

It should be emphasized that much more 
time would be required for some of the sub- 
jects listed than for others. The writer 
would place the major emphasis on Sec- 
tions II and III. 

One of the difficulties in presenting such 
a course is in securing a man of adequate 
training to present it. The ideal selection 
is, of course, a man possessing both execu- 
tive accounting experience and ability to 
teach. In the larger universities such men 
should be available. 

The major functions in industry are cur- 
rently considered to be sales, production, 
personnel, finance, engineering and re- 
search, and controllership. Most certainly 
controllership has attained a position of 
coordinate rank with the other major 
functions. We have long had courses in 
sales management, production manage- 
ment, personnel management, and com- 
parable courses for the other functions. 
Controllership is certainly of no less im- 
portance. 

Several universities already provide such 
a course. Its consideration is recommended 
to others. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


HE FOLLOWING problems were presented as the second half of the November, 1948 
C.P.A. Examination in accounting practice prepared by the Board of Examiners of 
the American Institute of Accountants. Candidates were required to solve problem 
1 and either problem 2 or problem 3 in four and a half hours. The weights assigned were: 
problem 1, 30 points; problem 2 or problem 3, 20 points: 
A suggested time schedule is given below: 


Problem 1 120 minutes 
Problem 2 60 minutes 
Problem 3 90 minutes 


No. 1 


Prepare from the following information a columnar worksheet, reflecting therein: 

A. The transactions and adjustments necessary to be recorded on the books of both 

the branch and home office; 

B. The assets and liabilities of the branch as at September 30, 1948; 

C. The related income data for the year then ended, which will be required for the 
state franchise report. 

The Phoenix Branch, an outlet of Ace Mart Co., receives its merchandise from its 
out-of-state home office at an interoffice billing price determined at 133 1/3% of cost 
at home office shipping point. Branch inventories are carried on the branch books, at the 
interoffice billing price. 

The Phoenix Branch is required to file a separate state franchise report and for this 
purpose inventories are to be based on cost at home office shipping point without re- 
gard to transportation costs. 

The trial balance before closing of Phoenix Branch of Ace Mart Co. as at August 31, 
1948, appears below: 


Dr. Cr. 
Inventory, October 1, 1947, at interoffice billing 12,000 
Sales $ 56,200 
Sales returns 2,500 
Sales allowances 3,815 
Shipments from home office and other branch (at interoffice billing price)............... 61,840 
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Related accounts in the books of the home office of Act Mart Co. show balances as at 
September 30, 1948, before year-end closing as follows: 


Dr. Cr. 

Reserve for bad debts—Phoenix branch accounts receivable (to be adjusted at year-end 

Reserve for interoffice profit on inventories—Phoenix branch 10/1/47.................065 3,000 
Branch furniture and fixtures at cost, acquired 10/1/43. ............ccceceeeeeeeeeceees $ 4,500 
Depreciation reserve—Phoenix branch furniture and fixtures (depreciation accumulated 

Sitoments to (at Telling 64,800 


Transactions of the branch for September, 1948, as yet unrecorded because of illness 
of the branch bookkeeper, are summarized as follows: 


. Gross sales on credit, $12,000. 

. Sales returns, $600; sales allowances, $885. 

. Shipments from home office at billing price, $2,960; freight paid by branch, $195. 

. Selling expenses, $390, and administrative and general expenses, $750, paid in cash. 
. Cash collected from customers, $6,570; notes received on account, $2,100. 

. Cash remitted to home office on September 30, 1948, $2,500. 


Other branch data as at September 30, 1948 
7. Interest accrued on notes receivable, $204. 
8. Accounts determined to be worthless and to be charged off, $595. 
9, Actual petty cash on hand, $86. The petty cash paid out was for miscellaneous administrative expenses. A 
check to replenish the imprest cash fund was in transit from the home office as at September 30, 1948. 
10. Inventory of Phoenix Branch September 30, 1948, at interoffice billing price $16,000. 


Additional Facts 


11. During the year, the home office incurred clerical and other expenses of $1,270 applicable to the Phoenix branch, 
also insurance on direct shipments to the branch of $185. These items, recorded in the Administrative and Gen- 
eral Expense control account of the home office, are charged currently to branch operations subsidiary accounts 
on the books of home office. 

. The freight-in account on the branch books is found to include $300 of freight on merchandise intended for ship- 
ment to Phoenix branch but erroneously shipped to Bartonville branch and retained by the latter. 


No. 2 


From the following post-closing trial balance, prepared by the accounting department 
of the Alexander Company from its records at September 30, 1948, and the supplemen- 
tary information outlined below, prepare: 


a 


a. a columnar worksheet, setting forth the necessary adjustments to the company’s accounts; and 
b. a corrected balance sheet as of September 30, 1948. 


Accounts Debit Credit 

Accounts payable and other current $ 1,830,000 
Deferred income (discounts 375 ,000 
Surplus: 

Income for the year ended September 30, 1948................eeeeeeeeeeee 435 ,000 


$13,180,000 $13,180,000 
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It has been determined that the following transactions or circumstances have not 
been adequately considered by the company’s accountants in the preparation of the 
above trial balance: 

(1) Discounts receivable represent the uncollected balances of a considerable number 
of notes receivable, acquired on a discount basis, in the aggregate original amount of 
$3,750,000. The discount rate was 10% and the deferred income of $375,000 is the full 
amount of the discount at the dates of acquisition which were as follows: 


Date Aggregate Amount 


By their terms, the notes are collectible in equal monthly instalments over a period of 
15 months. The management is of the opinion that the aggregate discount on the notes 
acquired should be regarded as earned over the life of the notes and has requested that 
the “sum of months’ digits” method* of transferring discount to income be used. It 
has been agreed that this method is acceptable, but it has further been agreed that no 
discount will be transferred to income in the month of acquisition. 

(2) The company executed a lease agreement in July, 1948, for a five-year period be- 
ginning September 1, 1948, which stipulated an annual rental of $10,000. Under the pro- 
visions of the lease, the annual rental is due on the first day of each lease year, but no 
rent had been paid or accrued at September 30, 1948. 

(3) Real estate taxes are payable in two equal instalments on March 1 and September 
1 of each year. The fiscal year of the assessing body ends on December 31, but taxes are 
actually assessed on January 15 and become a lien against the property on February 1 
of the fiscal year to which they are applicable. 

The 1948 taxes (due March 1 and September 1, 1948) were billed at $60,000, and were 
paid when due. 

(4) A 2% dividend was declared on September 30, 1948, to holders of record on 
October 15, 1948. The dividend is payable on November 1, 1948. 

(5) Under a contract with an advertising agency, payments of $110,000 were made 
during the year in connection with a direct mail campaign. The payments represented a 
deposit ($25,000) and services and expenses through August 31 ($85,000). A bill for 
services and expenses for the month of September has been received in the amount of 
$60,000. All payments have been charged to expense; no accruals are reflected in the 
records. 

The contract was entered into and the program was commenced on June 1, 1948. The 
campaign is to continue until May 31, 1949, but benefits are expected to accrue over a 


* For example, if notes were collectible in equal instalments over a five-month period, the following procedure 
would be used: 


Sum of Months? Proportion of Deferred 


Month Divit Income to Be Considered 

Realized 
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three-year period. The deposit is intended to serve as a working fund for the payment 
of day-to-day expenses by the advertising agency; it will be deducted from the agency’s 
final billing. 

Total expenditures under this contract are estimated at $400,000. The company en- 
gages in more or less similar campaigns almost continuously. 

(6) Cash for the payment of the semi-annual bond interest, due October 15, 1948, was 
deposited in advance with the trustee in September. The transfer of cash was treated as a 
charge against income. 

(7) Notes payable are all due prior to September 30, 1949. 


No. 3 


Based on the data below, prepare: 
a. A worksheet to record the transactions relative to the Z County Hospital for the 

year ended August 31, 1948. 

b. A balance-sheet of Z County Hospital as of August 31, 1948, which reflects a general 
fund, an endowment fund and plant fund. 

The X Society, a fraternal order, which operated Z County Hospital for indigent 
members of the community, donated it on September 1, 1947, to the Village of H, in 
which it is located. The gift included all of the securities in the endowment fund (the 
hospital’s principal source of income), as well as the real estate, equipment and other 
assets. Since the village had made no appropriation for the operation and maintenance 
of a hospital, gifts from public spirited citizens supplemented the endowment fund in- 
come to provide for operating costs during the first year of its operation by the village, 
which coincided with the village fiscal year. No part of the principal of endowments may 
be used for operations. Before the end of the year preparations were under way for a 
drive to raise funds to enlarge and improve the plant. Since no money was collected in 
connection with this drive during the year under consideration, all expenditures for 
plant improvements were paid out of the general fund, but will be reimbursed from the 
proceeds of the drive. 

The following transactions occurred during the first year. 


Contributions and Receipts 


3. U.S. Treasury bonds contributed as endowment, principal amount..................2220008 100 ,000 
5. Stocks and bonds contributed as endowments (no accrued dividends or interest)—market value.. 1,300,000 
7. Life insurance policies assigned to hospital as endowments— 


Cash value Sf 
Face amount 150,000 
(Hospital to pay future premiums) 


& Contributions from Z County for heapital operations... 10,000 
9. Contributions from numerous individuals for hospital operations............-.-.-:.00+ee005 20,000 
14; Sale of stocks included in endowments at G27 52,000 
Disbursements 


= 
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Other Information 

25. Cash value of life insurance held for benefit of hospital at August 31, 1948.................. $ 6,500 

Balance in bank per bank statement at end of period..................ccceeeeccccecencees 51,085 


Outstanding checks amount to $3,300 and the last day’s deposit of $1,200 is not included on the 
bank statement. 
28. Upon completion of the $20,000 improvements to the hospital building it was appraised at 
$250,000 


Key to Transactions and Adjustments for table on the facing page 

(1) To record September sales 
(2) To record sales returns and allowances 
(3) To record shipments from home office 
s To record payment for freight 

(5) To record selling and administrative expenses paid 
(6) To record cash and notes from customers 

) To record cash remitted to home office 

(8) To accrue interest on notes receivable 

(9) To write off uncollectible accounts 
(10) To charge petty cash disbursements to administrative expense 
(11) Toset up cash in transit to reimburse petty cash fund 
(12) To set up ending inventory 
(13) To adjust freight account for amount applicable to Bartonville Branch 
(14) To set up cash in transit from Branch to Home Office 
(15) To adjust Home Office cost of goods sold 
(16 and 16a) To adjust Branch Office cost of goods sold, reserve for inter-office profit on goods in inventory and 

inter-office reciprocal accounts. 
(17) To give reserve for bad debts to 2% of accounts receivable and to adjust reciprocal current accounts. (2 
entries 

(18) To record depreciation on furniture at Branch 
(19) To combine certain Home Office accounts with Branch accounts: 


Reserve for profit in inventory...................00. 4,000.00 
$6,635.00 

Administrative & gen’l 1,455.00 
$6, 405 .00 

"230. 00 


(20) To combine two general and administrative expense accounts. 
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es in similar campaigns almost continuously. 


To record prepayment of bond interest. 


engag' 


(6) 


clared. 


bility under the lease agreement. 


d real estate taxes. 
liability for dividend de 


(2) To set up the ha 
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(3) To record fF 
(4) To set upt 
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Alexander Company 
Balance Sheet 
August 31, 1948 
Assets 
Current Assets 
Notes receivable, payable in monthly instalments over 15 
$7 ,016, 667 .00 
Less reserve for depreciation........... 1,000 ,000 .00 3,000 ,000.00 
$11,544, 166.67 
Liabilities 
Current liabilities 
Accounts payable and other current 1,900,000 .00 
Deferred income on notes receivable: 280 , 833.33 
Capital stock and surplus 
$6 , 348 ,666.67 
$11 , 544, 166.67 
Solution to Problem 3 
Z COUNTY HOSPITAL 
Work Si 
September 1, 1947 to August 31, 1948 
Transaclions Closing Entries 
General Fund Assets Liabilities 
Dr. Cr. Dr. Cr. 
(1)$ 89,000.00 (3)$ 92,015.00 
(5) 3,015.00 
Acctued interest receivable.... (2) 1,250.00 $ 1,250.00 
Contributions from Z County. . (1) 10,000.00 $10,000.00 
Interest income, U. S. Treasury (1) 2,500.00 
Dividends on stocks.......... (1) 44,000.00 44,000.00 
Interest income, other..... (1) 12,000.00 12,000.00 
Due from Plant Fund........ (3) 35,000.00 35,000.00 
(3) 15,000.00 15,000.00 
Food and dietary supplies... .. (3) 10,000.00 10,000.00 
Medicinal supplies. . (3) 20,000.00 20,000.00 
die insurance premium paid (3) 2,000.00 2,000.00 
Property insurance........... (3) 5,000.00 (4) 500.00 4,500.00 
Light, heat and water......... (3) 1,000.00 1,000.00 
azaar expense......... (3) 15.00 15.00 
Other operating expenses (3) 4,000.00 4,000.00 
Prepaid a (4) 500.00 500.00 
Due Endowment Fund........ (5) 3,015.00 $ 3,015.00 
Surplus, General Fund........ 33,735.00 33,753.00 


$ 36,750.00 $ 36,750.00 
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Plant Fund 
(6)$ 25,000.00 $ 25,000.00 
Hospital building............. (6) 200,000.00 220,000.00 
(7): 20/000.00 
(7) 15,000.00 
(6)$ 285,000.00 $ 285,000.99 
Due to General Fund......... (7) 35,000.00 35,000.00 
$ 320,000.00 $ 320,000.00 
Unive 
Endowment Fund 
U.S. Treasury bonds......... (8)$ 100,000.00 $ 100,000.00 S. 
Stocks and bonds............. (8) 1,300,000.00 (9)$ 27,000.00 1,273,000.00 
Cash value of life insurance... . (11) 1,500.00} 6,500.00 ming 
(8) 5;000.00} on th 
(8) 1,405,000.00 $26,500.00 $1,431, 500.00 
Profit on sale of securities... .. (9) 25,000.00 $25,000.00 
Due from General Fund....... (10) 3,015.00 3,015.00 
Increase in surrender value of in- : 
surance...... (11) 1,500.00 1,500.00 TI 
$1,431,500.00 $1,431, 500.00 ing jo 
7 Amer 
Key to Entries twen! 
General Fund Econ 
(1) To record cash receipts. TI 
(2) To record accrued interest on endowment fund securities at August 31, 1948. Ame! 
(3) To set up amount due from plant fund for building improvements and equipment. speci 
(4) Toset up prepaid insurance. t 
(5) To set up liability to endowment fund. ue 
Plant Fund of a 
(6) To record donation of building and equipment. BEE 
(7) To record purchase of building improvements and equipment and to record the liability to the general fund mitt 
Endowment Fund versi 
(8) To record donation of stocks and bonds. Was 
(9) To record sale of stocks. Coll 
(10) To record amount advanced to the general fund -_ 
(11) To record increase in cash surrender value of life insurance. PERI 
R. ¢ 
Z COUNTY HOSPITAL P 
BALANCE SHEET 
AUGUST 31, 1948 Mat 
ASSETS LIABILITIES THO 
General Fund Co.: 
Accrued interest receivable on En- C r 
dowment Fund securities....... $ 1,250.00 Due to Endowment Fund......... $ 3,015.00 0 
Due from Plant Fund............ 35,000.00 33,735.00 Coll 
Prepes insurance. .............. 500.00 forn 
vers 
Plant Fund Uni 
OE Cre 25,000.00 Due to General Fund............ $ 35,000.00 I 
Hospital building................ 220,000.00 285 ,000.00 
75,000.00 
$ 320,000.00 $ 320,000.00 y 
ni 
Endowment Fund 
U. S. Treasury bonds............ 100.000 .00 CP 
Stocks and other bonds.......... 1,273,000.00 
Cash surrender value of life insurance 6,500.00 ro 
Due from General Fund.......... 3,015.00 ; 
$1,431,500.00 $1,431 500.00 Sta 
NOTE: Uncollected pledges amount to $5,000.00. 
pri 


500.00 


fund 


0.00 


ASSOCIATION NOTES 


E. Burt AUSTIN 


ALABAMA 
University of Alabama: 


S. PauL GARNER recently addressed the Bir- 
mingham chapter of Certified Public Accountants 
on the subject of standardization of accounting 
reports. 


CALIFORNIA 


The Pacific Coast Economic Association, meet- 
ing jointly with the West Coast membership of the 
American Accounting Association, devoted its 
twenty-third conference to the theme, “The 
Economic Development of the West.” 

There were approximately 35 members of the 
American Accounting Association present for the 
special sessions dealing with accounting. Arrange- 
ments for the regional meeting were in the hands 
of a special committee headed by Ira N. FRIs- 
BEE of UCLA. Serving as members of the com- 
mittee were J. HucH Jackson, Stanford Uni- 
versity; D. H. MacKenzig, University of 
Washington; J. F. HALTERMAN, Santa Barbara 
College; GorDON J. MILLER, University of Utah; 
Perry Mason, University of California; HAROLD 
R. Crark, Brigham Young University. 

Papers read at the accounting sessions were by 
Maurice Moonirz, University of California; 
THornton G. Douctas, Price, Waterhouse and 
Co.; CHARLES W. LAMBDEN, San Diego State 
College; THomas W. LELAND, Texas A. and M. 
College; GEoRGE W. Rossins, University of Cali- 
fornia; DoNALD J. EMBLEN, Montana State Uni- 
versity; and Davin A. ReEvzaANn, University of 
California. 


University of Santa Clara: 


Recent appointments include Louis F. Bot- 
TANO, O. RoBERT ANDERSON and Puri N. 
ALLEN. 


University of San Francisco: 

M. P. Kitcore has recently joined the ac- 
counting faculty. Kitcore passed the California 
CPA exam in 1948. 

LEON SCHILLER has been appointed to teach a 
professional course in advanced tax problems for 
lawyers and tax specialists. 

Stanford University: 


Barrett F. McFapon has resigned to enter 
Private accounting practice. He has been re- 


placed by OswoLp NIELSEN, associate professor, 
from the University of Minnesota. 

SHERMAN M. Wyman, a practicing accountant, 
served as special lecturer in income taxation 
during the past year in the Graduate School of 
Business. 


COLORADO 
University of Colorado: 


HeErMAN I. ARENSON is serving as consultant 
to the auditor of the City and County of Denver 
in a revision of the classification of expenditures. 

Vinton S. Curry was on leave during the 
winter quarter, associated with a local firm of 
public accountants. 


University of Denver: 


SaM Butter has been appointed to the staff as 
associate professor. 


DISTRICT OF COLUMBIA 
The American University: 


In cooperation with the District Controllers’ 
Group, the University is offering an Institute on 
Retail Accounting during the spring semester 
with Harry W. Kercuum as coordinator. 

Added as lecturers in accounting have been 
Joun W. McC assistant chief accountant 
with SEC; Cuartes H. Scuipt, of the Federal 
Reserve System; and Paut J. SouTHARD. 


Catholic University of America: 


Rev. Brian A. Kirn has resigned to go to 
Quincy College in Illinois. W. B. Paut and 
Epwarp C. Moyninan have been appointed lec- 
turers in accounting. 


GEORGIA 
University of Georgia: 


Joun F. Burke has recently received the CPA 
certificate from the State of Georgia. 

H. M. Heckman recently addressed the An- 
niston chapter of NACA on the subject of use of 
charts in accounting. 


ILLINOIS 


Northwestern University: 


Davip HIMMELBLAU is a member of the com- 
mittee on accounting procedure of the American 
Institute of Accountants. HimMELBLAU spoke 
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on the topic “How Low Can Inventories Be 
Priced” before the NACA meetings held in 
Peoria and in Moline in recent months. 

GEORGE OWEN, formerly in public accounting, 
is teaching during the winter and spring quarters. 


Southern Illinois University: 


Mary Nort Barron joined the staff as as- 
sistant professor in the fall. 


University of Illinois: 


H. E. BREEN and Dororny LITHERLAND have 
passed the CPA examination. C. A. MOYER 
has been appointed by John Wiley & Sons, Inc., 
to serve as co-editor of the Wiley accounting series 
with H. T. Scov11t. 

P. L. Freter and L. R. Hurr have recently 
passed the Illinois State Bar Examination. 

Professor Emeritus Epwarp J. F1ILBey has es- 
tablished a public accounting firm in Chicago with 
his son, N. V. Firsey. The latter serves as part- 
time instructor in accounting at the University. 


INDIANA 
Butler University: 


CHESTER O. EGNER has replaced WILLIAM 
SHoRS as acting head of the department of ac- 
counting. 


IOWA 
Drake University: 


CARROLL H. KINKER has resigned to enter 
public accounting work. He was replaced by 
Joun K. Sovuteg, formerly with a firm of CPA’s. 

Members of the department of accounting 
jointly presented a program on education for ac- 
countancy before the Des Moines chapter of the 
Iowa Society of CPA’s in February. 


University of Iowa: 


HAROLD B. EvERSOLE has resigned to accept a 
position with the Atomic Energy Commission, 
Chicago. 

New instructors on the staff include MARVIN 
H. Baker, Bruce Brown, WALTER R. Brown, 
Joun N. MacKay, McCotioucn, ALAN 
Potasky, Guy W. Trump, and Danzer L. 
SWEENEY. WALTER Brown, Po.asky, and 
SWEENEY are CPA’s. 

SIDNEY G. WINTER is secretary-treasurer of 
the Iowa Board of Accountancy. 


KENTUCKY 
University of Louisville: 


J. has been appointed in- 


structor in accounting and business law. Cunprrr 
received his CPA certificate from Illinois in 1948 
and was likewise admitted to the Illinois Bar. 


MASSACHUSETTS 
Massachusetts Institute of Technology: 


Greorce L. SmitH has been appointed in- 
structor. JoHN A. BECKETT is serving as program 
director, Boston chapter, NACA. He recently 
addressed the New England chapter of the In- 
stitute of Internal Auditors on the scope of the 
internal auditor’s responsibilities. 

RonaLp H. RoBNett recently served as a 
member of a special advisory committee for the 
Department of the Army. 

Tuomas M. Hitz is director of publications, 
Boston chapter, NACA. 


MICHIGAN 
Michigan State College: 


S. B. Meap and Paut S. MItts are on leave 
for graduate study at Indiana University. 

Recent appointments as instructor include 
ELIzABETH and Howarp LAUENSTEIN, CHARLES 
P. Woops, and JAmes G. Carter. D. S. Knoot- 
HUIZEN has resigned. 

Joun W. RuswINcKEL gave a paper on bal- 
ance sheet presentation before the Saginaw Valley 
chapter of NACA and to the Lansing Account- 
ants Association. Bruce Furey delivered a 
paper before the latter group on income statement 
and surplus presentation. 


MONTANA 
Montana State University: 


DonaLp J. EMBLEN spoke on the subject “Ac- 
counting Curriculum in Schools of Business Ad- 
ministration” before the annual meeting of the 
Pacific Coast Economic Association, in joint ses- 
sion with the West Coast membership of the 
American Accounting Association, in Los Angeles 
in December. 

F. O. Rypett received his CPA certificate in 
1948. 


NEW YORK 
Clarkson College of Technology: 


GEORGE OBErsT has joined the staff as associ- 
ate professor. Witt1AM D. Kress has received 
the CPA certificate from the State of Wisconsin. 
Kress, who is vice president of the Adirondack 
chapter of the Empire Association of Account- 
ants, addressed the group recently on the 1948 
tax law. 

AtLwyn L. Carty, is presenting a series 
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Association Notes 


of lectures on accounting to supervisory em- 
ployees of ALCOA at Massena, New York. 


Long Island University: 


Three representatives of the New York State 
Society who addressed the Accounting Society 
students were: WALTER N. Dean, Society vice 
president; Harotp G. ANKERS, of the commit- 
tee on education; and WENTWoRTH F. Gantt, 
executive secretary. 

The University’s Accounting Society was 
addresssed in November by WALTER B. McFar- 
LAND, head of the research staff of NACA. 


New York University: 
B. BERNARD GREIDINGER has been appointed 


professor of accounting in the Graduate School of 
Business Administration. 


Pace College: 


Recent action taken by the Board of Regents 
of the University of the State of New York has 
conferred college status on Pace Institute, grant- 
ing it the authority to confer the degree Bachelor 
of Business Administration. 


University of Rochester: 


Frank P. SmirH discussed trends in business 
education before the Rochester chapter of the 
Controllers Institute in February. 


OHIO 
University of Dayton: 


Francis G. McGovern and JosEPH JACKSON 
have been appointed assistant professor and in- 
structor, respectively. 

Joun Lersrrirz is on leave of absence doing 
graduate work at the University of Michigan. 


John Carroll University: 


The accounting faculty for the current year 
consists of the following: Wit1aM F. SHors as 
professor; JoHN A. SELISKAR as associate profes- 
sor; Joun W. ALBERSTADT, FRANK DEVLIN and 
Francts J. McGurr as instructors; L. PALMER 
Fox, F. Franz and Joun J. LEsiie as 
lecturers. 

ARTHUR J. NoETZEL, JR., is on leave of absence 
to complete his doctoral work at University of 
Michigan. 


Western Reserve University: 


T. M. Dickerson was recently re-appointed 
to the committee on accounting procedure of the 
American Institute of Accountants. DICKERSON 
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is also President of the Grand Council of Beta 
Alpha Psi, national honorary professional ac- 
counting fraternity. He addressed the Northeast- 
ern Ohio chapter of American Pharmaceutical 
Association recently on uses of accounting in drug 
store management. 


PENNSYLVANIA 
Drexel Institute of Technology: 


Grorce A. Drx and Ricwarp A. STRATH- 
MEYER have been appointed instructors in ac- 
counting. The former comes from Aluminum 
Company of America; the latter from Susquehan- 
na University. 

Joun V. and Jack L. Mertz have re- 
signed from the faculty. The former is going to 
DePaul University. 


Grove City College: 


F. A. SuMRALL has been appointed professor of 
accounting to replace JACK KENNEDY, now secre- 
tary of the Alumni Association of the College. 
SuMRALL takes the accounting work after a year’s 
absence, prior to which he was for twenty years 
professor of commerce. 


Lehigh University: 


Cart L. Moore and THoomas C. KuBELIUS 
have been appointed instructors in accounting 
and business law, respectively. 

Cart E. ALLEN is acting as Dean of the College 
of Business Administration in the absence of 
Nett CAROTHERS. 


University of Pennsylvania: 


Grorce A. MacFartanp is serving as chair- 
man of the University’s advisory council for 
veterans and University coordinator with the 
Veterans Administration. 

Tuomas A. Bunp recently addressed the Bos- 
ton chapter of NACA on the training and selec- 
tion of cost accountants. 

ApoLPH Mazz is serving as director of publica- 
tions of the Philadelphia chapter of NACA. 

ArtHuR D. MAxwELt is a member of the com- 
mittee on education of the Pennsylvania Insti- 
tute of CPA’s. 


TENNESSEE 
University of Chattanooga: 
Marta F. Hitt is teaching courses in ac- 
counting. 
TEXAS 
Baylor University: 
Monroe S. Carrot, formerly Dean of the 
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School of Business, has been advanced to Dean of 
the University, and A. S. Lane, formerly Direc- 
tor of Economics and Business at Texas State 
College for Women has been named Dean of the 
School of Business. 


North Texas State College: 

O. J. Curry is President of the Texas Associ- 
ation of University Instructors in Accounting. 
Texas Christian University: 


Rosert H. Grecory, formerly associate pro- 
fessor of accounting, has resigned to accept the 


The Accounting Review 


position of assistant educational director for In- 
ternational Accountants’ Society in Chicago. 


WASHINGTON 
State College of Washington: 


JosePH TorBET has been appointed instructor, 
C. R. Ham was on leave of absence during the 
first semester. 
WEST VIRGINIA 
West Virginia Wesleyan College: 


New additions to the staff include Franx D. 
BERISFORD and JAMES R. WELSHANCE. 


How fo develop cost figures 
... and use them profitably 


HERE are effective cost accounting practices for the manufacturing, Contains information on: 
distribution and administrative divisions of business, as well as spe- <= —taplital funds 
cial functions of cost control for department stores, banks and govern- anes —orice policies 
mental units. This money-saving handbook shows how to apply these costs —sales policies 
procedures in all types of business and to the key divisions of each en- —o 
terprise . . . explains how you can use them to operate your own business —wage paye ~Qaneiacies 
more efficiently. ment plane costs 
—tax returns —merit-rat- 
cos deduc- ing plans 
jons 
—financial 
ACCOUNTING 
rofessor of Accounting, airman of Accounting 
Department, University of Kansas 10 DAYS 
Second Edition, 733 pages, 6 x 9, $5.50 FREE 


McGraw-Hill Accounting Series 
Every topic is discussed from the point of view of 
what management may expect from a particular cost 
method. You’re shown how cost information can be 
used in directing company activities . . . in deciding 
current managerial policies . . . in planning future 
operations. 

The big second edition contains down-to-earth 
examples, cost charts and actual case studies to ex- 
plain cost methods and systems. Special attention 
is given old-age insurance tax requirements, control 
of labor costs, payroll accounting, overhead costs, etc. 


McGRAW-HILL BOOK CO., Inc 
330 W. 42nd St., 


-¥.C. 18 
me Blocker's COST ACCOUNTING for | 
jays’ examination on approval. In 19 days |! 
oi send $5.50, plus a few cents postage, oF 
return the book postpaid. l 
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BOOK REVIEWS 


CHARLES J. GAA 


Standardized Audit Working Papers. Frederick Staples. 
(Milwaukee: The Counting House Publishing Co., 
1947. Pp. 272. $4.50.) 


According to the author, “this book has been written 
to promote discussion among practicing accountants 
regarding the practicability of standardized audit work- 
ing papers and their value in further improving the 
quality of the work done by the average practicing 
accountant, andas a textbook for the student in account- 
ing who seldom has the privilege of seeing a typical set 
of audit working papers covering an ordinary audit 
engagement.” (Preface) 

Standardized audit working papers differ from typical 
audit work sheets in that instructions appear on each 
sheet regarding the audit procedure to be followed, the 
extent of the audit work, and the information to be 
shown thereon. Accordingly, a “blank” standardized 
audit work sheet may have varicus column headings, 
questions, or audit points printed on the face of the 
working paper. Under this arrangement, at the start 
of any given engagement, the auditor’s supply of work- 
ing paper will not consist of a balanced quantity of 
seven column paper, fourteen column paper, etc., but 
rather a balanced quantity of cash paper, accounts 
receivable paper, inventory paper, etc. During the 
course of the audit, the auditor will accumulate the 
information prescribed by the established column 
headings, will answer all questions listed on the audit 
sheets and positively indicate that each listed procedure 
has been completed. 

In contrasting standardized audit working papers 
with audit ‘‘manuals” or sets of standardized instruc- 
tions, the author lists several disadvantages of the audit 
manual approach. One of the disadvantages associated 
with any attempt to standardize or guide audit pro- 
cedures is the danger that the initiative of the auditor 
may be destroyed. This danger is clearly recognized by 
the author, but he believes that ‘‘it is becoming gener- 
ally recognized that, if the initiative of the accountant 
is lessened by standardization, the blame for this 
should be placed on the supervisors and managers, and 
that with proper understanding of the purpose of stand- 
ardization and adequate initiative on the part of those 
who supervise a reasonable amount of standardization 
will appreciably improve the quality of the work and 
will not tend to destroy the initiative of the account- 
ant.” (Page 5) 

At this point, the author contends that “the account- 
ant understands the object of standardized papers and 
usually does not have a feeling that they establish 
rigidity or restriction upon the exercise of judgment or 
Initiative to the same extent as an audit program (as 
such) or a list of work to be done.” (Page 6) In addition 
to being less restrictive on the exercise of judgment or 
initiative than audit programs or manuals, standardized 
working papers 

(1) usually improve the quality of the work done; 


(2) greatly facilitate the review of completed work; 

(3) reduce the time devoted to instructions; 

(4) may be numbered and indexed in advance (“It 
is a great advantage to have the work sheets 
indexed at all times during the progress of field 
work. ... The average accounting firm usually 
feels it is too rushed during the busy season to 
take time to index its papers...” ). (Page 7); 

(5) provide a more convenient vehicle for com- 
municating to the staff revisions and changes in 
accepted accounting procedure and tax laws; 

(6) permit more complete and comprehensive work 
sheets without increasing the time devoted to an 
engagement. 

With the case for standardized papers thus estab- 
lished, the author devotes one chapter to special phases 
of standardized working papers and another to a manual 
of general audit instructions designed for staff use. The 
remaining portion of the book is primarily concerned 
with special instructions for tax work or engagements 
covering more than one year. A sample audit report is 
illustrated and several appendices are devoted to 
illustrative sets of filled-in standardized working papers 
and reports. There is available an accompanying set of 
blank standardized working papers, prepared on typical 
accounting paper, complete with facing sheet and 
binding clip. 

The author remains firm to his objective of present- 
ing the best possible case for standardized audit working 
papers. Accordingly, there is no material on accounting 
or auditing theory. The fact that he may have over- 
emphasized the importance of the subject and perhaps 
overstated some of the claims in its behalf is not a 
criticism; they naturally accompany his objective. The 
text material is concisely written, almost too concisely, 
with approximately three-fourths of the book being 
devoted to illustrations. 

There can be no question that the topic is entitled 
to a full presentation to the profession. Certainly the 
greater the number of accountants who consider the 
case for standardized working papers and compare 
them with their own working paper approach the better. 
We should be certain that our working paper techniques 
are producing the best possible audit results. 

HERBERT E. MILLER 

University of Michigan 


Auditing. Thomas W. Byrnes, K. Lanneau Baker, and 
C. Aubrey Smith. (New York: Ronald Press Com- 
pany, 1948, pp. x, 738. $6.00.) 

This book is one of the volumes in the University 
Accounting Series edited by Professor Roy B. Kester. 
Though it has been written primarily for the student 
who intends to become a professional auditor, the prac- 
titioner can probably find no better guide to sound, 
specific auditing principles, techniques, and procedures. 

The chapter topics are essentially the same as those 
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used in most auditing textbooks written from the view- 
point of public accountancy. The first six chapters have 
titles as follows: The Field of Public Accounting; Or- 
ganization of the Public Accountant’s Practice; Plan- 
ning and Beginning the Audit; Internal Control—Cash 
and Purchases; Internal Control—Sales, Securities, 
Fixed Assets, and Liabilities; Audit of General Records. 
Chapters 7 through 24 set forth in relatively great de- 
tail the procedures and techniques used in auditing the 
several balance sheet accounts. Chapters 25, 26, and 
27 deal with the income and expense accounts and the 
closing of the audit. The last three chapters are en- 
titled: Auditors’ Reports; Special Investigations, Audit 
Techniques, and Auditing Standards; Ethics, Duties, 
and Responsibilities of Auditors. At the end of the 
book, 132 pages are devoted to questions and practice 
problems organized into 30 assignments which parallel 
the content of the 30 chapters. 

The book has some features which merit special 
comment: 

1, Detailed, step-by-step audit procedures are 
given. This type of treatment provides the student 
with background information on the mass of details 
with which auditing is concerned. 

2. Case material illustrating various auditing prob- 
lems and procedures is given throughout the text. The 
cases are excellent in portraying the reasons for certain 
procedures and the inadequacy of others. 

3. A detailed audit program is presented and ana- 
lyzed for each item on the balance sheet and for the 
major income and expense items. Students should be 
able to follow these presentations with real understand- 
ing and appreciation of the broad but specific nature 
of auditing. 

4, The text gives very adequate treatment of inter- 
nal controls in relation to auditing procedures and 
techniques. 

5. The text, questions, and problems provide enough 
material for a six-hour course. On the other hand, it is 
believed that the book can be used more effectively in a 
three-hour course than those shorter treatises which 
are written in more general terms. 

There is a 219—page Solutions Manual available for 
the questions and practice problems. The manual will 
be of much value to inexperienced teachers and of con- 
siderable convenience to experienced teachers. 

The authors of this book have done a superb job; 
the book is well written from cover to cover. It should 
be examined by every auditing instructor who is con- 
templating an adoption. 

Grorce T. WALKER 

Northwestern State College of Louisiana 


How Tax Laws Make Giving to Charity Easy. J. K. Las- 
ser. (New York: Funk & Wagnalls Company, 1948. 
Pp. xiv, 106. $3.00.) 


Easily the most detailed study, from the tax angle, 
of the field of contributions, this concise, yet complete, 
book gives a thorough analysis of how to save the tax 
dollar by giving to charity and accomplishing one’s 
eleemosynary instincts in the most practical way. 
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The treatise is broad in its treatment of the subject 
matter. Most people think of contributions primarily 
in the form of cash payments, but this book goes beyond 
the usual methods of pecuniary contributions and dis. 
cusses donations in the form of appreciated property, 
securities, annuities, and the creation of foundations 
and charitable trusts. The problems of the individual, 
partnership, and corporation are treated separately, 
and the methods of translating intent into practicality 
are outlined. 

As head of a New York tax accounting firm and as 
chairman of the Institute of Federal Taxation of New 
York University, J. K. Lasser, the author, has become 
an outstanding authority on tax subjects. In his latest 
undertaking, he uses the same treatment of his subject 
matter which made his Your Income Tax an annual 
best seller. 

The sixteen chapters range from ‘‘How the Tax 
Law Aids Contributions” to ‘‘How to Organize a Group 
That May Receive Deductible Contributions.” 

Chapter Six, which deals with gifts by trusts out of 
income illustrates how an individual may obtain a 
100% deduction of his charitable contributions by 
setting up a trust and after ten years receive back his 
entire principal. Under the usual method of treating 
contributions, an individual is limited to 15% of his 
adjusted gross income. This is but one instance of 
actual examples where a taxpayer interested in donating 
to charitable, educational, scientific, and religious pur- 
poses can do so with the greatest possible tax advantage. 

The book is replete with tables showing savings in 
dollars and cents by using procedures advised. Great 
effort is made, successfully, to think in terms of reality, 
rather than theory. It can be of great value to charities 
and professional money raisers in that it presents all of 
the arguments and methods for giving to worthwhile 
organizations, and also shows how the donors can make 
these contributions at the lowest cost to themselves. 

Of great interest to the reviewer was the chapter on 
the organization of groups that may receive deductible 
contributions, and the creation of foundations. These 
studies will be of particular interest to those colleges 
and universities, among others, which plan campaigns 
for increasing endowments. 

For those interested in the field of contributions, 
both donors and recipients, this work will prove most 
helpful and illuminating. 

Cuartes H. ZWIckER 
New York City 


Modern Corporation Finance. William H. Husband and 
James C. Dockeray. (Chicago: Richard D. Irwin, Inc., 
1948. Revised Edition. Pp. xiv, 690. $5.00.) 


This is the second edition of a text which has gained 
recent and favorable attention. The authors have 
retained as the central point of view the balancing of 
the interests of the corporation, the public and private 
investors, with substantial emphasis on the pattern of 
public control since 1933. There is, however, no radical 
departure from conservative economic philosophies. 

“In stressing the importance of the public interest, 
it should be recognized that the public welfare is best 
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advanced by the proper encouragement of private 
interest.” (p. 5.) 

The logical organization of the book portrays the 
life cycle of a corporation. Part I of the present edition 
is a marked improvement over the 1942 edition. It 
contains an introduction, description of the various 
forms of business organization, a historical sketch of the 
development of the corporation and a discussion of the 
relationship between the corporation and the State. 
Following this, the student is introduced in turn to 
corporate securities, promotion, capitalization, sale of 
securities, management and ownership, expansion, 
failure and reorganization. 

Particular attention is devoted to the purposes and 
provisions of the Federal laws passed between 1933 and 
1940 which are administered by the Securities and 
Exchange Commission. Two concluding chapters ex- 
plore the present and possible future relations between 
government and corporations. The authors envisage 
the continued extension of governmental controls, al- 
though the rate of expansion in such controls may be 
substantially modified by corporate policies designed 
to preserve the rights of investors, encourage economic 
stability and promote competition. 

The criticism may be offered that the emphasis 
throughout the book is on the large corporation, with 
the resuit that the student is given little guidance for 
future small business organization. Although the book 
is already somewhat too large, for a one-semester text, 
the four chapters devoted to a description of various 
types of bonds might be condensed somewhat in order 
to permit the addition of illustrative material on the 
promotion, organization and raising of capital for 
small businesses. The chapter on sources of capital 
would benefit from greater attention to term lending 
and private placement of securities. 

Chapter XI on promotion and financial planning is 
less satisfactory than the treatment in the earlier edi- 
tion and gives inadequate attention to the economic 
importance of promotion and the functions of the pro- 
moter. 

The discussion of “Rights On” (pp. 292-93) lacks 
charity and would be benefited by a clear definition of 
what is meant by a term used to only a limited extent 
in financial circles. 

The chapter on executives and their compensation, 
which seems logically to fall in with the material in 
Chapters XIV and XV on the ownership and manage- 
ment of corporations seems inadvisedly placed in the 
latter part of the book as Chapter X XVII. 

Chapter XXXI on failure would benefit from data 
of recent studies by the Department of Commerce and 
Dun and Bradstreet, illustrating the high rates of 
turnover in many small business lines and the preva- 
lence of non-legal remedies for failure. The usefulness 
of the cases cited would be enhanced by the addition 
of recent historical financial information. This is par- 
ticularly evident in the Chicago Great Western reor- 
ganization case under Section 77 (p. 624) since the war- 
time recovery in earnings illustrates the difficult prob- 
lem of valuation in reorganization. 

The emphasis in the text is upon the flexibility of the 
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accounting device as an instrument of corporate policy 
The discussion of surplus and reserves is clear and 
should be cause for rejoicing among accountants, who 
are highly critical of the treatment of these subjects in 
corporation finance texts. 

The authors frequently allow themselves to slip into 
statements of conclusion without giving beginning 
students the basis for evaluation. Statements such as 
are found on pages 57, lines 13-14, and 323, lines 1-5, 
provide interesting material for class discussion, but 
must be interpreted with caution for the beginning 
student. 

The authors are to be complimented on having 
achieved a lively writing style with the maintenance of 
high standards of scholarship. New and up-to-date 
illustrations are used throughout the present edition to 
avoid an encyclopedic presentation and to convey to 
the student the highly interesting substance of cor- 
porate financial policies. 

The present edition is a timely revision of a well 
conceived, soundly planned and useful textbook. 

Paut F. WENDT 

University of California at Berkeley 


Marketing Principles and Methods. Charles F. Phillips 
and Delbert J. Duncan. (Chicago: R. D. Irwin, 
1948. Pp. 714. $6.00.) 


In evaluating a text in marketing principles it is 
important to keep in mind the nature of such a book and 
the basic purpose which it is designed to serve. Any such 
text is designed primarily to give the student a broad 
outline of the activities and institutions involved in 
getting goods from the hands of those who create or 
extract them into the hands of those who will consume 
them, to suggest some of the principles underlying 
such activity, and to apply these principles to some of 
the more fundamental problems involved in the proc- 
ess. 

In line with this purpose, the subject matter and 
organization of the book are similar to most other 
texts in the field. It deals with the nature, scope, and 
significance of marketing activity and mentions the 
various functions and institutions involved in marketing 
in Part I. In Part II, it takes up the ultimate consumer 
and the consumer market and then treats the industrial 
user and the industrial goods market. Part III, com- 
posed of seven chapters, deals with retailing, giving 
detailed consideration to the more important types of 
retail institutions. Part IV devotes four chapters to a 
similar treatment of the wholesaling of consumer goods. 
In Part V, the marketing of industrial goods is con- 
sidered. This part deals with manufactured industrial 
goods, raw materials, the commodity exchanges, and 
cooperative marketing by farmers. Part VI is composed 
of seven chapters dealing with the functions of market 
research, buying, selling, and pricing, together with the 
problems and policy decisions involved in performing 
them. Part VII is a single chapter devoted to govern- 
ment relationships to marketing. 

Like most such texts, this book combines the insti- 
tutional and functional approach, with just a ‘‘pinch” 
of the commodity approach, 
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One of the outstanding features of this book is that 
it actually accomplishes the basic purpose of such texts, 
referred to above, to a greater extent than any other 
the writer has read. It will give the reader, whether 
a layman, a student of business, or a business man an 
excellent orientation in the field of marketing. This is, 
perhaps, the most important contribution such a book 
can make. 

Although the description of marketing institutions is 
entirely adequate, this book has more of the explanatory 
and analytical than is usually found. The excellent 
treatment in the first two chapters of the nature of 
marketing activity, the reasons for its development, and 
its place in the economic mechanism is a case in point. 
It is particularly good in showing the significance 
of the institutions and activities with which it deals, 
both to the individual firm and to the economy as a 
whole. 

The whole book is characterized by simply worded, 
concise explanations; meaningful to the layman but 
based on sound economics and a broad knowledge of 
business practice. It is also more carefully and liberally 
documented than most books in the field. 

While the table of contents differs little from many 
other texts in the field, the description and analysis of 
marketing institutions is unusually complete and the 
evaluation of marketing policies seems unusually care- 
ful and sound. The greater detail given and the accuracy 
from a practical viewpoint in describing such marketing 
institutions as the commodity exchanges, makes the 
material more understandable and interesting to the 
reader. 

It should be noted that this text does not devote a 
chapter to each of the marketing functions as is done 
in some cases, although it does devote one or more 
full chapters to certain functions in Part VI. The writer 
will agree that little is lost by omitting detailed discus- 
sion of such functions as transportation and finance in an 
elementary text. However, a more detailed discussion 
of the storage and record keeping functions, particularly 
some material on distribution cost analyses, would add 
to the usefulness of the book. 

The chapter on market research (chapter 23) is 
especially to be commended. It does an excellent job of 
giving a concise and meaningful picture of what market 
research is, what it can and cannot do, the basic steps 
involved in market research, sources of market informa- 
tion, and how firms can handle their market research 
activities. The principal weakness of this chapter, in 
the writer’s opinion, is the failure to outline and evalu- 
ate at least the major techniques used in qualitative 
market analysis. In a very short space, the common 
impression that the survey method is the only available 
research technique could have been dispelled. However, 
the chapter is recommended not only for the student 
but for the general or departmental executive who 
wants a concise picture of the nature and significance of 
market research. 

The chapter on selling policies and practices (chap- 
ter 25) is another example of the superiority of the text 
in giving an intelligent survey of the various phases of 
marketing activity. The thumb-nail sketch of the 


methods used and problems of administering personal 
selling and advertising should leave the reader with an 
adequate understanding of these activities, and it will 
also furnish the prospective specialist in the field a 
sound foundation for detailed study in specialized 
courses. 

The chapters on price particularly show clearly the 
high quality of scholarship typical of this text. Market- 
ing texts too often treat the whole matter of price 
in a somewhat superficial manner. This book gives a 
much more mature and comprehensive discussion of 
price. The chapter on non-price competition, giving the 
reasons for it and its effect upon the competing firm 
and upon consumers is simple, easy reading but sound 
economics, in the writer’s opinion. The conclusions differ 
somewhat from those of Chamberlin and Robinson but 
are well supported. While the treatment of the economic 
effects of sales promotional activity leaves much to be 
said, it is about as much as could be expected ina 
general text. 

The usual review of value theory is given in chapter 
28 but the job of relating it to the business problem of 
pricing is unusually well done. A discussion of actual 
pricing policies and practices is given in chapter 29. 
Those who are familiar with Marketing by Charles 
F. Phillips miss the excellent analysis of the basing 
point system which it contained and which is greatly 
condensed in the book under review. 

After having read and used as a text many of the 
best known texts in the field of general marketing, the 
writer believes that this is the most mature and schol- 
arly, yet entirely practical effort to date. 

CuHartes W. Lewis 

Alabama Polytechnic Institute 


Dictionary of Modern Economics. Byrne J. Horton, 
Julien Ripley, Jr., and M. B. Schnapper. (Washing- 
ton: Public Affairs Press, 1948. Pp. ix, 365. $5.00) 


The subtitle of this book, which adequately de- 
cribes its nature, is: “‘A Handbook of Essential Informa- 
tion Concerning the Basic Terms of Business, Finance, 
Commerce, and Modern Economic Society.” Its pur- 
pose is ‘‘to assemble and coordinate—primarily for the 
layman and incidentally for the college student— 
reasonably lucid definitions of those terms which cover 
the economic facts of life.” The terms defined total 
approximately three thousand and are those which 
laymen and college students encounter most often. 

This dictionary contains definitions, descriptions, or 
explanations of (1) basic economic concepts, (2) the 
terminology of business and finance, (3) governmental 
and private agencies in the field of economics, (4) di- 
gests of laws and Supreme Court decisions on economic 
matters, (5) citations to reference books for further 
nformation on certain topics, and (6) biographies of 
some persons who have made significant contributions to 
economics. 

The economic, business and finance terms cover 4 
wide range of subjects, for example: ability to pay, 
absenteeism, abstinence theory, acceleration principle, 
abstract of title, acceptance, actuary, administration, 
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adulteration, ad valorem, alloy, amalgamation, anarch- 
ism, annuity, deferred annuity, anti-trust laws, ap- 
praisal, appropriation, a priori, arbitrage, arithmetic 
mean, assess, National Recovery Code, Communist 
Manifesto, competition (in its many aspects), Congress 
of Industrial Organization (CIO), corn-hog ratio, cor- 
poration, cost (in its many aspects), ‘‘Cross of Gold,” 
crusades, demand, demography, dollar diplomacy, 
dollar-a-year-men, duopoly, oligopoly, economics, Gary 
dinners, goon, Haymarket Riot, Lloyd’s of London, 
Marshall Plan, money (in its many aspects), Robinson- 
Patman Act, slavery, slums, and utility. 

Under the general heading of economic, business 
and finance items also are included many terms used 
widely in accounting. Some of the definitions and ex- 
planations in this area are incomplete or inaccurate to 
some important degree. Among the terms which require 
more adequate treatment are: amortization, apprecia- 
tion, current assets, fixed assets, intangible assets, audit, 
capital, debit, depreciation, cost-plus contract, income 
tax, income tax deductions, reserve for depreciation, 
reserve for depletion, operating reserve, factory cost, 
internal check, net worth, normal tax, profit and loss 
statement, surplus, paid-in surplus, and wash sale. 
Perhaps, some part of these inadequacies may be ex- 
cused, because the book is designed for laymen and 
college students rather than for experts. 

Some examples of governmental and private agencies 
in the field of economics which are described include: 
Agricultural Adjustment Administration, Department 
of Agriculture, Agriculture Marketing Administration, 
Allied Commission on Reparations, Commodity Credit 
Corporation, General Accounting Office, American 
Arbitration Association, American Association for 
Social Security, American Bankers Association, Ameri- 
can Economic Association, American Fair Trade Coun- 
cil, American Farm Bureau Federation, American 
Federation of Labor, American Home Economics 
Association, American Liberty League, American Man- 
agement Association, Econometric Society and Eco- 
nomic History Association. The American Bar Associa- 
tion, National Association of Cost Accountants, Ameri- 
can Accounting Association and the American Institute 
of Accountants are not described. The latter two are 
merely mentioned in the explanation regarding certified 
public accountant. It is interesting to note that the 
initials “CPA” are used only to denote Civilian Produc- 
tion Administration and are not identified in any way 
with certified public accountant, which is listed else- 
where as “accountant, certified public.” 

The biographies are short and are limited to those 
of economists; important persons in management, law, 
and accounting are not included. 

In the discussion of some items, references are given 
to books which furnish additional information on the 
subject. The adequacy of such references may be ques- 
tioned as to the breadth of the list of references and 
their basicimportance. In their introduction the authors 
limit their responsibility, in these words: “These books 
are not necessarily the best or the most important 
works on the particular subjects involved. They are 
merely included by way of advising the reader where he 


is likely to find further information of a pertinent char- 
acter.” 

The Dictionary of Modern Economics is an ambitious 
project which in the area of economics and business 
supplements the general dictionaries. It will be well if this 
dictionary is retained as a permanent publication and 
is revised frequently to clarify its contents and to keep 
it up-to-date. The book is printed attractively and is 
easy to read. For convenience, the arrangement is 
entirely in the usual alphabetical form of dictionaries. 
This dictionary should be a useful addition to the 
library of most persons interested in business affairs. 

CHARLES J. GAA 

Uni ersity of Illinois 


The Economics of John Maynard Keynes. Dudley Dil- 
lard. (New York: Prentice-Hall, Inc., 1948. Pp. 364. 
$3.00.) 


This is not a work on the large and ever expanding 
field of Keynesian economics as developed by Hansen, 
Samuelson, Robinson, Lerner, and others, but is strictly 
an account of Keynes’ theoretical system as set forth by 
Keynes himself in the General Theory and in his later 
writings. With its lucid presentation this book would 
have been appreciated much more if it had appeared 
ten years ago when even the best economists were 
trying to determine what Keynes’ new system of eco- 
nomic thought was all about. But even at this late date 
Professor Dillard’s work will be appreciated as an 
excellent, systematic rewriting of the General Theory 
in a form understandable to any careful reader. In fact 
the author has so scrupulously and thoroughly ex- 
pounded the General Theory that there would seem to be 
no need for the general reader ever to refer to that 
wretchedly written book. As a textbook for advanced 
undergraduates (and probably for graduates as well) 
Professor Dillard’s work should meet with great success. 

What strikes one most on reading this faithful repro- 
duction of Keynes’ thought is the degree to which 
modern Keynesian economics diverges, at least in 
emphasis, from the work of the master. To Keynes the 
fundamental center of his system was his new and 
revolutionary liquidity preference theory of interest. 
But what now apparently seems fundamental to most 
contemporary Keynesians is instead the Keynesian 
idea of the consumption function. Many Keynesians 
appear to have adopted even the view that the liquidity 
preference theory is nothing more than the loanable 
funds theory of interest in another guise, even though 
Keynes emphatically rejected this position. 

The explanation for this loss of interest in interest 
theory may be the fact that at the time Keynes wrote 
he was attempting to explain the nature of fluctuations 
in private investment activity as the cause of depression. 
Interest theory was made to explain the inadequacy of 
investment activity. It was impossible for the interest 
rate of the liquidity preference theory to fall sufficiently 
to guarantee at all times adequate investment activity 
for full employment. But for nearly ten years now we 
have heard little about the immediate inadequacy of 
private investment. Keynesian economics, originally 
thought of as a “‘depression economics,” has now had to 


' 
nal 
an 
will 
a 
zed 
the 
ket- 
rice 
Sa 
of 
the 
irm 
nd 
iffer 
but 
mic 4 
> be 
na 
pter 
of 
tual 
29. 
§ 
sing § 
atly 
the 
the 
hol- § 
s | 
| 
ton, § | 
ing- 
1) | 
de- 
ma- 
ince, § 
pur- 
the | 
nt— | ; 
over 
total 
thich 
ften. 
S$, oF 
the § | 
ntal i 
) di | 
omic 
rther i 
es of 
ns to 
yer 
pay, | 
ciple, 
ution, | 
| 


228 


justify itself as a device for analyzing inflationary con- 
ditions. Under these circumstances the consumption 
function has been emphasized as a tool for determining 
the inflationary rise in money income that will result 
from a given increase in government spending. 

Professor Dillard does not discuss this development 
explicitly, but he does give an excellent picture of the 
use of Keynesian economics to analyze an inflationary 
situation, drawing in this case from Keynes’ How to 
Pay for the War. In two concluding chapters on Further 
Applications of Keynes’ General Theory of Employment 
and the Development of Keynes’ Thought he shows 
clearly the way in which Keynes’ theoretical constructs 
were always related to policy matters. Perhaps it might 
be said of Keynes that while he emphasized that the 
economic system was not self-adjusting he sought at 
the same time a self-adjusting theoretical system that 
would move on to answer new policy questions as they 
arose. The development of Keynesian economics from 
a ‘“‘depression” economics to an ‘‘inflation” economics 
may be considered such a self-adjustment. 

A. MOoRGNER 
Texas A. & M. 


Principles and Practices of Money and Banking. Charles 
R. Whittlesey. (New York: The Macmillan Com- 
pany. Pp. xxiv, 688, $4.75.) 


Professor Whittlesey has contributed an excellent 
text for a one semester introductory course at the 
intermediate level in money and banking. He has suc- 
ceeded in his design “to explain in clear and logical 
form the essentials of money and banking as they exist 
today.” 

The author begins his presentation by explaining 
the framework of money and banking, and he sub- 
scribes to the definition of money as “‘that . . . which 
customarily and mainly performs money functions” 
(p. 4). He is well aware that legislators recognize bank 
notes as money but generally fail to recognize the mone- 
tary character of demand deposits. There is recogni‘ion 
of the “‘managed” nature of the international gold 
standard as practiced, and the legislative control in the 
operations of the ‘‘free banking system” (p. 17). The 
section on basic principles of money, banking and 
credit includes a discussion of the quantity theory of 
money which, ‘‘correctly interpreted, remains as valid 
as ever, and within the range of problems to which it is 
adapted is still a useful tool of analysis” (p. 87). A very 
good presentation is given of the principles of commer- 
cial banking, bank reserves and their limitation on 
deposit creation, and the fundamental banking prob- 
lems. The author recognizes the increase in recent years 
in the holdings of bonds for bank investment which 
leads him to observe that “‘the amount of deposits is not 
limited to the volume of applications for bank loans by 
individual and business borrowers...and that the 
banks are not mere passive instruments in the process 
of deposit creation” (p. 136). 

In order to comprehend the monetary history of the 
United States, the author believes one must understand 
the meaning and significance of Gresham’s Law, which 
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he defines as ‘‘Money that has value in a non-monetary 
use (including use as money in another country) will 
tend to move, if it is free to do so, to the use (monetary 
or non-monetary) in which its value is higher”’ (p. 188). 
Not much space is devoted to the development of the 
American money and banking scene prior to 1914; two 
thirds of the text deals with the subsequent period. 
About one sixth of the volume is allotted to the Federal 
Reserve System and its functions as a central bank, 
and the relations of the government to banking. It is 
here the author notes the importance of ‘‘moral suasion” 
as exercised by the officials of the bank and remarks 
that it is more influential than the officials have gen- 
erally been inclined to acknowledge. 

In the section on the financial developments since 
1914 the discussion reflects a summarization of the 
various studies made by Professor Whittlesey of this 
period of the monetary and banking history of this na- 
tion. His experience as an economist for financial cor- 
porations has produced a down to earth consideration 
of the theories and trend of events during these years. 
In view of the many changes that have taken place in 
the banking system, “what has changed is not the me- 
chanics of commercial banking but the foundation upon 
which the mechanism functions, namely, government 
debt in place of loans and discounts ” (p. 431). Included 
in the Proposals for Financial Reform is a consideration 
of the income-expenditure approach to monetary 
theory and fiscal policy, and of fiscal policies for the 
maintenance of ‘‘full employment.” Full employment 
is defined as “the utilization of productive capacity, 
material as well as human, at a high and continuing 
level” (p. 511). About one eighth of the book explores 
the current financial problems of inflation, deflation, 
the financial implications of the interest rate, and the 
importance of the national debt to our economy. 

The discussion on international finance is limited to 
60 pages, covering a brief description of the problem of 
foreign exchange, of international monetary principles 
and practices, and international financial reconstruc- 
tion. 

The author’s style of succinctly defining the terms 
and concepts in the field of money and banking is re- 
freshing. The table of contents presents a well inte- 
grated outline of the text, but there are missing lists of 
the charts, tables, and figures presented in the book, 
which number 33, 32, and 5 respectively. This omission 
is very disconcerting when reference to a chart is not 
located nearby; e.g., on page 367 reference is made to 
Chart XXII which is finally found on page 422. Some 
slips in proof reading are obvious; references to the 
chapters are in Roman numerals whereas the table of 
contents and chapter headings are in Arabic numerals; 
some charts have small errors; a line is mislabelled (p. 
145), an ordinate scale omits a value (p. 492), and the 
crosshatching of a legend is reversed (p. 417). It should 
be mentioned there are no discussion questions at the 
end of chapters, nor suggested reading references for 
further study on particular topics. 

J. F. HALTERMAN 

University of California 

Sania Barbara College 


The 
Ne 
busin 

an e3 
ing a 
impo 
docu 
ledge 
resea 

the 
state 
have 
to th 
sor ¢ 
men 
conc 

T 
the s 
says 
shou 
of P 
pani 
Lati 
mod 
Sc 
infe 

the 
and 

felt 
T 
pen 
wit 
syst 
usu: 

whi 
juni 

shi 
renc 
dep. 

of 
tant 
and 
age’ 
sho 
bus 

age 
nes 
he 

qu 

anc 

ma 
cha 
cha 
§6sev 
‘ pro 


etary 
will 
etary 
188), 
of the 
L; two 
eriod. 
ederal 
bank, 
. It is 
sion” 
marks 
e gen- 


since 
of the 
f this 
is na- 
cor- 
ration 
years. 
ace in 
me- 
1 upon 
nment 
cluded 
ration 
netary 
or the 
yment 
yacity, 
inuing 
plores 
lation, 
nd the 


ited to 
lem of 
nciples 
istruc- 


terms 
r is Te- 
inte- 
lists of 
book, 
nission 
is not 
ade to 
. Some 
to the 
rble of 
nerals; 
led (p. 
nd the 
should 
at the 
ces for 


MAN 


Book Reviews 


The Medici Bank. Raymond de Roover. (New York: 
New York University Press, 1948. Pp. xv, 98. $4.00.) 
This book is a penetrating and interesting study of 

business policy in the fifteenth century. It is based upon 
an extensive and scholarly analysis of world-wide bank- 
ing and trading operations of the Medici family. Much 
important material came from photostats of ancient 
documents (partnership agreements, correspondence, 
ledger accounts) made by the author in 1938 during a 
research expedition to Italy. The effective use made by 
the author of these materials is well reflected in this 
statement in the editor’s foreword: ‘‘Other scholars 
have written of the Medici bank, but as none brought 
to the task the unusual training and abilities of Profes- 
sor de Roover, none was able to transmute the frag- 
mentary records into a satisfactory picture of a going 
concern.” 

The book clearly reflects seasoned scholarship. It is 
the scholarship of a team, for the author in the preface 
says that his wife, Florence Edler de Roover, “ 
should have signed the book with me.” Both are Doctors 
of Philosophy; economics and history are good com- 
panion fields. Both are skilled in several languages: 
Latin, French, Flemish, Italian (medieval as well as 
modern); German and Dutch as needed. 

Scholarship in this instance was also supported by an 
infectious enthusiasm for business history. Soon after 
the 1938 expedition I saw some of their scholarly booty 
and sensed their eagerness to see and tell the stories they 
felt were waiting there. This book is one of the fruits. 

The text is set into two parts and a group of ap- 
pendices, dividing the pages about equally. Part 1 deals 
with organization and management. The firm was a 
system of interlocking partnerships. Cosimo de Medici 
usually held a 50 per cent interest in each. In 1458, for 
example, he was a partner in eleven enterprises, most of 
which were foreign branches where the managers were 
junior partners. Although technically separate partner- 
ships charging each other commission for services 
rendered, the branches were as closely supervised as 
departments of a single enterprise. Cosimo gave most 
of his time to supervisory activities, to making impor- 
tant decisions about policy and extending of credit, 
and to framing rules for the guidance of branch man- 
agers. 

One of the chief contributions of the book is this 
showing that the managerial practices of this successful 
businessman were the kind which contribute to man- 
agerial success today. He gave close attention to busi- 
hess and made the major decisions. He trained his own 
lieutenants and helped them with clear instructions that 
were framework for the delegated responsibilities. And 
he visited the branches, or called staff meetings at head- 
quarters in Florence, to discuss local and firm problems. 

Part II considers the nature of the firm’s financial 
and commercial operations. Firm activities included 
manufacture and sale of textiles, participation in mer- 
chandise ventures and a banking service in foreign ex- 
change transactions. 

Funds for use in the business were derived from 
several sources. Partnership capital and reinvested 
profits were obvious sources. Partners also made loans 
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to the firm and time deposits were received from promin- 
ent people. Compensation even for these ‘‘loans” was a 
sharing in the profits; since interest was prohibited in 
that day, the lender’s investment was like that repre- 
sented by modern income bonds. 

Funds in the enterprise might be employed in diversi- 
fied ventures which could be single, or joint, or con- 
signments. An interesting example of a venture in 
almonds is given detailed consideration in Appendix 
VII. Here there is a photograph of a 1441 ledger account 
for almonds. It shows the handwriting of a fifteenth 
century bookkeeper and is transcribed by the de 
Roovers for anyone who cannot read the bookeeper’s 
hand, and translated into English for those who do not 
read Italian. Being an experienced practitioner of un- 
decipherable script, I can appreciate the problem of 
learning to read such documents as this account. It is a 
real thrill to see it done by Mrs. de Roover with the 
fluency of reading from a local newspaper. Such are the 
feats of scholarship. 

This Almond account of 1441 presents some features 
of particular interest to accountants. The transactions 
recorded include shipping charges, rebate for damage, 
brokerage, custom duties, commissions, etc. We still 
charge such items into purchases account along with the 
invoice price; and with the same justification that made 
the practice useful in the fifteenth century. Another 
point is perhaps even more significant: these additions 
to invoice cost are redistributed from a Merchandise 
Expense account—other ventures or consignments 
receiving appropriate allotments of these joint costs. 
Isn’t apportionment of expense a procedure now very 
characteristic of cost accounting? Evidently the main 
roots of modern accounting reach very deep. 

It is noticeable also that no inventory was used to 
make an interim calculation of profit. The profit was ap- 
portioned to partners’ accounts when the venture was 
terminated. Some who are troubled by conflicting 
modern views about inventory pricing may feel mo- 
ments of envy. But the price of interim calculations is a 
priced inventory. If we want the one we must struggle 
along with the problems of the other. 

Not much space is given to descriptions of the firm’s 
manufacturing practices. The emphasis here is placed 
on banking practices and enterprise administration. 
Manufacturing operations and records of the fifteenth 
century are more fully treated by the de Roovers in 
other places. References are made to these in the foot- 
notes. There were twenty-six steps in the process of 
manufacturing woolen textiles. Some of the work was 
done by groups of people under constant supervision, 
but much of it was carried on in the homes of the 
workers. Record making for control purposes would 
clearly be a large problem. Yet on the whole it seems to 
have been very well done, without, of course, approach- 
ing the cohesiveness of an integrated system of cost 
accounting. 

The firm’s financial operations usually involved re- 
mittances between agent and principal or drafts of one 
on the other. The bills of exchange involved two 
markets: a place of issue and a place of payment. Buy- 
ing a bill was a way of lending (investing); selling was a 
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way of establishing a credit abroad. The remuneration 
to the participants came in tke form on one side of a 
service rendered and on the other as profit, since in- 
terest (and discount) as such was prohibited. The 
banker found his compensation not in a borrower’s fee 
for the use of money but in the difference between ex- 
change rates of different foreign currencies, in changes 
in internal money markets, in variations in the balance 
of trade. 

The accounting aspects of this type of business 
activity involves Vostro and Nostro accounts with 
branches or other distant correspondents. To record 
foreign exchange transactions understandably separate 
accounts are used according to whether the agent or the 
principal originates the transaction. In transaction anal- 
ysis it is very important to see clearly who gets into 
(or out of) debt with whom. Since activities of this sort 
antedated full double entry bookkeeping (with its in- 
tegration of real and nominal accounts), it is not sur- 
prising that textbook explanations of all kinds of ac- 
counts were for a long time made in terms of getting into 
debt, getting out of debt. The terms debit and credit 
were linked in accounting thought with debtor and 
creditor long beyond a clear justification for accounting 
use. 

Some Vostro and Nostro accounts for 1441 are il- 
lustrated in the appendix sections. Transactions found 
in the ledger accounts are given careful explanation, in- 
cluding mention of items about notes protested and 
maker’s or drawer’s liability or contingent liability. On 
page 68, in a statement for settling a partnership in 
Lyons, allowance in the calculation is made for certain 
unpaid salaries: an accrued liability recognized at the 
early date of 1467. Today many people probably con- 
sider accruals and deferments as having a more impor- 
tant relation to income determination than to financial 
condition. 

The evidence presented by Professor de Roover in- 
dicates that good methods of administration could 
produce a successful enterprise in the fifteenth century 
as well as in the twentieth. The study also shows that 
inept or careless management brought unsatisfactory 
results then as now. 

The firm’s long activity came to a close in 1494, with 
assets insufficient for the creditors. Cosimo de Medici 
succeeded his father in 1429 and died in 1464. One 
generation in the building of the firm; one generation of 
drifting into decline. 

The factors contributing to this conclusion were 
mixed. The author indicates that Cosimo’s descendants 
lacked his business acumen, had more interest in politics 
than in business policy, showed a tendency to drift 
from private financing into government financing. It is 
noteworthy too that early profits were largely reinvested, 
whereas later the profits were withdrawn to maintain a 
princely status for the head of the firm—Lorenzo the 
Magnificent. 

Significantly linked with these were other financial 
factors. The source of much of the firm’s resources 
eventually proved a weakness. Time deposits were in 
effect borrowed capital, sometimes bringing the de- 
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positor a return of 10 per cent. When the ratio 
assets borrowed from creditors is high in relation to th 
assets invested by partners (including reinvested pre 
the result is a weakened capacity to withstand d 
tionary conditions. When the monetary system 
price structure drifts into widespread confusion, } 
financially weak and ineptly managed enterprise ig 
vites disaster which a stronger firm could possi 
avoid. Add a tincture of political revolution, and 
the founder’s proven judgment might not have beg 
enough to prevent collapse. : 

This lesson out of history shows that an enterpr 
organization is not self-sustaining; it needs a guiding 
mind, an interested and capable administration. Slag 
administration is likely to have a cumulative } 
effect. Is this the reason that free enterprise and th 
profit test of the acceptability of enterprise servit 
makes for better administration than does governm 
operation wherein there is no comparably clear sign 
effective or ineffective service? 

This and other writings of the de Roovers sho 
fine competence in reconstructing the past with ad 
perception of the present. The same competence wouk 
be invaluable for preparing an analytical history. 
double entry bookkeeping. Such a book would be 
contribution to economic history as well as to the liter 
ture of accountancy, for the ideas worked out five 
hundred years ago for analyzing enterprise data were 
fundamental that the whole structure of modern 
counting was built upon them. 

It is difficult to believe that the techniques of manage 
ing an enterprise could have progressed to the levels.of 
today without the aid of accounting. What the literay 
ture needs now is not the mining of new facts butaskile 
ful synthesis of the evidence already available 
authors who are adept in several European lang 
Besides picturing one feature of the growth of econo 
instruments, such a synthesis perhaps could also pene 
trate the ‘“‘mystery” of double entry: What situation 
or ideas brought about the unique and characteri 
integration of real and nominal accounts, of perso 
and impersonal accounts? Careful records were made@l 
debts receivable and payable (financial transactions be 
tween debtors and creditors) long before the integ) 
structure of double entry had evolved. How were dent 
records converted into an instrument for calculating tht 
periodic profits of commercial enterprises? Is it possi 
the the clue lies in Venture accounts where ined 
and expense data were mingled with asset and inve 
ment data? 

Without integration of real and nominal acco 
there would be no accountancy as we know it, for thi 
integration gives to the calculated income determi 
tions of accounting a test for dependability that m 
statistical tabulations could not supply. The peri 
income figure is given support by being tied into ti 
antecedent assets that produced it and into the sub 
quent assets which it helped produce. 


A. C. | 
University of Illinois 
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